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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of 
Certified Public Accountants and is used by the examining boards of all fifty states of the United States, 
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of 
CPA certificates. This booklet contains the questions and unofficial answers of the November 1990 
Uniform Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason 
for their publication is to aid candidates in preparing for the examination. Candidates are also 
encouraged to read Information for CPA Candidates, which describes the content, grading, and other 
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the Examinations Division and reviewed by the 
Board of Examiners but are not purported to be official positions of the American Institute of Certified 
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned 
by the Board of Examiners for grading purposes.
Rick Elam, Vice President — Education 
American Institute of Certified Public Accountants
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NUMBER HERE. ONE DIGIT PER BOX.
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 7, 1990; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required:
T o ta ls ........................................................................................  50
Value Minimum Maximum
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
220 270
INSTRUCTIONS TO CANDIDATES
Failure To Follow These Instructions May Have An Adverse Effect On Your Examination Grade
1. HOW TO HEAD & NUMBER YOUR PAPERS. 
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Computation sheets should identify the question to 
which they relate, be placed immediately following 
the answer to that question, and be numbered in 
sequence with the other pages.
3. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your 
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up. The objective portion of your 
examination will not be graded if you fail to record 
your answers on the objective answer sheet.
4. Support all problem-type answers with properly 
labeled and legible calculations that can be identified 
as sources of amounts in formal schedules, entries.
worksheets, or other answers, to show how your final 
answer was derived. Failure to enclose supporting 
calculations may result in loss of grading points 
because it may be impossible to determine how your 
amounts were computed.
5. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language may be 
considered by the examiners.
6. Write your 7-digit candidate number in the space pro­
vided at the upper right hand comer of this page.
7. You must hand in your examination booklet and 
answer papers before leaving the examination room. 
Your examination will not be graded unless your 
examination booklet and answer papers are handed in.
8. If you want your examination booklet mailed to you, 
write your name and address in the space provided 
on the back cover page and place 45 cents postage in 
the space provided, unless otherwise instructed. 
Examination booklets will be distributed no sooner 
than the day following the administration of this 
examination.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
No. 1 . 
No. 2 . 
No. 3 . 
No. 4 . 
No. 5 .
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Instructions
Questions Number 1, 2, and 3 each consist of 20 
multiple choice items. Select the best answer for each of 
the items relating to a  variety of financial accounting 
problems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer sheet 
to indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
2. Dey Corp. began operations in 1989. An analysis 
of Dey’s marketable equity securities portfolio acquired 
in 1989 shows the following totals at December 3 1 ,  1989 
for current and noncurrent assets:
Current
assets
Noncurrent
assets
Aggregate cost $45,000 $65,000
Aggregate market value 39,000 57,000
Aggregate lower of cost or
market value applied to each
security in the portfolio 38,000 56,000
Item
97. Gross billings for merchandise sold by Baker Co. 
to its customers last year amounted to $5,260,000; sales 
returns and allowances reduced the amounts owed by 
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
What valuation allowance should Dey report in its 
December 31, 1989 balance sheet for the unrealized loss 
included in its 1989 income statement?
a. $14,000
b. $ 9,000
c. $ 7,000
d. $ 6,000
3. On January 2, 1986, Beal, Inc. acquired a $70,000 
whole-life insurance policy on its president. The annual 
premium is $2,000. The company is the owner and 
beneficiary. Beal charged officer’s life insurance expense 
as follows:
Answer Sheet
97.  
1986 $2,000
1987 1,800
1988 1,500
1989 1,100
Total $6,400
Number 1 (Estimated tim e----- 45 to 55 minutes)
1. In preparing its August 3 1 , 1990 bank reconciliation, 
Apex Corp. has available the following information:
In Beal’s December 31, 1989 balance sheet, the invest­
ment in cash surrender value should be
a. $0
b. $1,600
c. $6,400
d. $8,000
Balance per bank statement, 8/31/90 $18,050
Deposit in transit, 8/31/90 3,250
Return of customer’s check for insuffi­
cient funds, 8/31/90 600
Outstanding checks, 8/31/90 2,750
Bank service charges for August 100
At August 31, 1990, Apex’s correct cash balance is
a. $18,550
b. $17,950
c. $17,850
d. $17,550
4. On October 1 ,  1988, Park Co. purchased 200 of the 
$1,000 face value, 10% bonds of Ott, Inc., for $220,000, 
including accrued interest of $5,000. The bonds, which 
mature on January 1, 1995, pay interest semiannually on 
January 1 and July 1. Park used the straight-line method 
of amortization and appropriately recorded the bonds as 
a long-term investment. On Park’s December 31, 1989 
balance sheet, the bonds should be reported at
a. $215,000
b. $214,400
c. $214,200
d. $212,000
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5. On the December 31, 1989 balance sheet of Mann 
Co., the current receivables consisted of the following:
Trade accounts receivable $ 93,000
Allowance for uncollectible accounts (2,000)
Claim against shipper for goods lost 
in transit (November 1989) 3,000
Selling price of unsold goods sent by 
Mann on consignment at 130% of cost 
(not included in Mann’s ending 
inventory) 26,000
Security deposit on lease of warehouse 
used for storing some inventories 30,000
Total $150,000
At December 3 1 , 1989, the correct total of Mann’s current 
net receivables was
a. $ 94,000
b. $120,000
c. $124,000
d. $150,000
6. Kemp, Inc. appropriately uses the installment method 
of accounting to recognize income in its financial 
statements. Some pertinent data relating to this method of 
accounting include:
Installment sales
Cost of installment 
sales
Gross profit
Rate of gross 
profit on install­
ment sales
Balance of deferred 
gross profit at 
year end:
1987
1988
1989
Total
1987 1988 1989
$300,000 $375,000 $360,000
225,000 
$ 75,000
285,000 
$ 90,000
252,000
$108,000
25% 24% 30%
$52,500 $15,000
54,000
$ -0 -  
9,000 
72,000
$52,500 $69,000 $81,000
What amount of installment accounts receivable should be 
presented in Kemp’s December 31, 1989 balance sheet?
a. $270,000
b. $277,500
c. $279,000
d. $300,000
7. The following information applied to Fenn, Inc. for 
1989:
Merchandise purchased for resale $400,000
Freight in 10,000
Freight out 5,000
Purchase returns 2,000
Fenn’s 1989 inventoriable cost was
a. $400,000
b. $403,000
c. $408,000
d. $413,000
8. Ashe Co. recorded the following data pertaining to 
raw material X during January 1990:
Units
Date
1/1/90
Inventory
1/11/90
Issue
1/22/90
Purchase
Received Cost Issued On hand
$8.00
4,800 $9.60
1,600
3,200
1,600
6,400
The moving-average unit cost of X inventory at January 31, 
1990 is
a. $8.80
b. $8.96
c. $9.20
d. $9.60
9. On April 1, 1990, Dart Co. paid $620,000 for all 
the issued and outstanding common stock of Wall Corp. 
in a transaction properly accounted for as a purchase. The 
recorded assets and liabilities of Wall Corp. on April 1, 
1990 follow:
Cash $ 60,000
Inventory 180,000
Property and equipment (net of accumu­
lated depreciation of $220,000) 320,000
Goodwill (net of accumulated 
amortization of $50,000) 100,000
Liabilities (120,000)
Net assets $540,000
On April 1, 1990, Wall’s inventory had a fair value of 
$150,000, and the property and equipment (net) had a fair 
value of $380,000. What is the amount of goodwill resulting 
from the business combination?
a. $150,000
b. $120,000
c. $ 50,000
d. $ 20,000
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10. Black Corp.’s accounts payable at December 31, 
1989, totaled $900,000 before any necessary year-end 
adjustments relating to the following transactions:
• On December 27, 1989, Black wrote and recorded 
checks to creditors totaling $400,000 causing an over­
draft of $100,000 in Black’s bank account at 
December 3 1 , 1989. The checks were mailed out on 
January 10, 1990.
• On December 2 8 , 1989, Black purchased and received 
goods for $153,061, terms 2/10, n/30. Black records 
purchases and accounts payable at net amounts. The 
invoice was recorded and paid January 3, 1990.
• Goods shipped F.O.B. destination on December 20, 
1989 from a vendor to Black were received January 2, 
1990. The invoice cost was $65,000.
At December 3 1 , 1989, what amount should Black report 
as total accounts payable?
a. $1,515,000
b. $1,450,000
c. $1,153,061
d. $1,053,061
11. Included in Lee Corp.’s liability account balances 
at December 31, 1989, were the following:
14% note payable issued October 1,
1989, maturing September 30, 1990 $125,000
16% note payable issued April 1, 1987, 
payable in six equal annual installments 
of $50,000 beginning April 1, 1988 200,000
12. Bloy Corp.’s payroll for the pay period ended 
October 31, 1989 is summarized as follows:
Factory
Sales
Office
$ 60,000 
22,000 
18,000
$ 7,000
3,000
2,000
$100,000 $12,000
Assume the following payroll tax rates:
F.I.C.A. for employer and employee 
Unemployment
7% each 
3%
What amount should Bloy accrue as its share of payroll 
taxes in its October 31, 1989 balance sheet?
a. $18,200
b. $12,600
c. $11,800
d. $ 6,200
13. On September 1, 1988, Cobb Co. issued a note 
payable to National Bank in the amount of $900,000, 
bearing interest at 12 %, and payable in three equal annual 
principal payments of $300,000. On this date, the bank’s 
prime rate was 11%. The first payment for interest and 
principal was made on September 1, 1989. At Decem­
ber 31, 1989, Cobb should record accrued interest payable 
of
a. $36,000
b. $33,000
c. $24,000
d. $22,000
Lee’s December 3 1 , 1989 financial statements were issued 
on March 31, 1990. On January 15, 1990, the entire 
$200,000 balance of the 16% note was refinanced by 
issuance of a long-term obligation payable in a lump sum. 
In addition, on March 1 0 , 1990, Lee consummated a non- 
cancelable agreement with the lender to refinance the 14 %, 
$125,000 note on a long-term basis, on readily determinable 
terms that have not yet been implemented. Both parties 
are financially capable of honoring the agreement, and there 
have been no violations of the agreement’s provisions. On 
the December 31, 1989 balance sheet, the amount of the 
notes payable that Lee should classify as short-term obliga­
tions is
a. $175,000
b. $125,000
c. $ 50,000
d. $0
14. On January 1, 1989, Glen Co. leased a building to 
Dix Corp. for a ten-year term at an annual rental of $50,000. 
At inception of the lease, Glen received $200,000 cover­
ing the first two years’ rent of $100,000 and a security 
deposit of $100,000. This deposit will not be returned to 
Dix upon expiration of the lease but will be applied to 
payment of rent for the last two years of the lease. What 
portion of the $200,000 should be shown as a current and 
long-term liability, respectively, in Glen’s December 31, 
1989 balance sheet?
Current Long-term
liability liability
a. $0 $200,000
b. $ 50,000 $100,000
c. $100,000 $100,000
d. $100,000 $ 50,000
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15. At December 31, 1989, the following information 
was provided by the Kerr Corp. pension plan administrator:
Fair value of plan assets $3,450,000
Accumulated benefit obligation 4,300,000
18. Lane Co., which began operations on January 1 , 1989, 
appropriately uses the installment method of accounting, 
The following information pertains to Lane’s operations 
for the year 1989:
Projected benefit obligation 5,700,000 Installment sales 
Regular sales 
Cost of installment sales 
Cost of regular sales 
General and admin­
istrative expenses 
Collections on installment sales
$1,000,000
600,000
What is the amount of the pension liability that should be 
shown on Kerr’s December 31, 1989 balance sheet?
a. $5,700,000
b. $2,250,000
c. $1,400,000
d. $ 850,000
500,000
300,000
100,000
200,000
The deferred gross profit account in Lane’s December 31, 
1989 balance sheet should be
a. $150,000
b. $320,000
c. $400,000
d. $500,000
16. Pine Corp.’s books showed pretax income of 
$800,000 for the year ended December 31, 1989. In the 
computation of federal income taxes, the following data 
were considered:
Gain on an involuntary conversion $350,000
(Pine has elected to replace the property 
within the statutory period using total 
proceeds.)
Depreciation deducted for tax purposes in 
excess of depreciation deducted for book 
purposes 50,000
Federal estimated tax payments, 1989 70,000
Enacted federal tax rates, 1989 30%
What amount should Pine report as its current federal 
income tax liability on its December 3 1 , 1989 balance sheet?
a. $ 50,000
b. $ 65,000
c. $120,000
d. $135,000
17. Ryan Co. sells major household appliance service 
contracts for cash. The service contracts are for a one-year, 
two-year, or three-year period. Cash receipts from con­
tracts are credited to unearned service contract revenues. 
This account had a balance of $720,000 at December 31, 
1989 before year-end adjustment. Service contract costs 
are charged as incurred to the service contract expense 
account, which had a balance of $180,000 at December 31, 
1989. Outstanding service contracts at December 3 1 , 1989 
expire as follows:
During 1990 
During 1991 
During 1992
$150,000
225,000
100,000
What amount should be reported as unearned service con­
tract revenues in Ryan’s December 3 1 , 1989 balance sheet?
a. $540,000
b. $475,000
c. $295,000
d. $245,000
19. In its 1989 income statement, Noll Corp. reported 
depreciation of $400,000 and interest revenue on municipal 
obligations of $60,000. Noll reported depreciation of 
$550,000 on its 1989 income tax return. The difference 
in depreciation is the only temporary difference, and it will 
reverse equally over the next three years. Noll’s enacted 
income tax rates are 35% for 1989, 30% for 1990 and 25% 
for 1991 and 1992. Noll elected early application of FASB 
Statement No. 96, Accounting fo r Income Taxes. What 
amount should be included in the deferred income tax 
liability in Noll’s December 31, 1989 balance sheet?
a. $40,000
b. $52,500
c. $63,000
d. $73,500
20. Cory, Inc. uses the accrual method of accounting for 
financial reporting purposes and appropriately uses the 
installment method of accounting for income tax purposes. 
Installment income of $250,000 will be collected in the 
following years when the enacted tax rates are:
Collection Enacted
o f income tax rates
1989 $ 25,000 35%
1990 50,000 30%
1991 75,000 30%
1992 100,000 25%
The installment income is Cory’s only temporary 
difference. Cory elected early application of FASB State­
ment No. 96, Accounting fo r Income Taxes. What amount 
should be included in the deferred income tax liability in 
Cory’s December 31, 1989 balance sheet?
a. $62,500
b. $71,250
c. $78,750
d. $87,500
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Number 2 (Estimated tim e----- 45 to 55 minutes)
21. On December 3 1 , 1989, Neal, Inc. leased machinery 
with a fair value of $105,000 from Frey Rentals Co. The 
agreement is a six-year noncancelable lease requiring annual 
payments of $20,000 beginning December 3 1 , 1989. The 
lease is appropriately accounted for by Neal as a capital 
lease. Neal’s incremental borrowing rate is 11%. Neal 
knows the interest rate implicit in the lease payments is 10%.
• The present value of an annuity due of 1 for 6 
at 10% is 4.7908.
years
• The present value of an annuity due of 1 for 6 years 
at 11% is 4.6959.
In its December 3 1 , 1989 balance sheet, Neal should report 
a lease liability of
a. $75,816
b. $85,000
c. $93,918
d. $95,816
24. On June 30, 1990, Huff Corp. issued at 99, one 
thousand o f its 8%, $1,000 bonds. Th e bonds were issued 
through an underwriter to whom Huff paid bond issue costs 
of $35,000. On June 3 0 , 1990, Huff should report the bond 
liability at
a. $ 955,000
b. $ 990,000
c. $1,000,000
d. $1,025,000
25. On January 1 ,  1989, Wolf Corp. issued its 10% bonds 
in the face amount of $1,000,000, which mature on 
January 1, 1999. The bonds were issued for $1,135,000 
to yield 8%, resulting in bond premium of $135,000. Wolf 
uses the interest method of amortizing bond premium. 
Interest is payable annually on December 31. At Decem­
ber 31, 1989, W olf's adjusted unamortized bond premium 
should be
a. $135,000
b. $125,800
c. $121,500
d. $101,500
22. On December 31, 1988, Roe Co. leased a machine 
from Colt for a five-year period. Equal annual payments 
under the lease are $105,000 (including $5,000 annual 
executory costs) and are due on December 31 of each year. 
The first payment was made on December 3 1 ,  1988, and 
the second payment was made on December 3 1 , 1989. The 
five lease payments are discounted at 10% over the lease 
term. The present value of minimum lease payments at 
the inception of the lease and before the first annual pay­
ment was $417,000. The lease is appropriately accounted 
for as a capital lease by Roe. In its December 31, 1989 
balance sheet, Roe should report a lease liability of
a. $317,000
b. $315,000
c. $285,300
d. $248,700
26. On April 1, 1989, Ward Corp. issued $750,000 of 
10% nonconvertible bonds at 102 that are due on March 31, 
1999. Each $1,000 bond was issued with 40 detachable 
stock warrants, each of which entitled the bondholder to 
purchase one share of Ward $10 par common stock for 
$25. On April 1, 1989, the market value of Ward’s com­
mon stock was $20 per share, and the market value of each 
warrant was $4. What amount of the proceeds from the 
bond issue should Ward record as an increase in 
stockholders’ equity?
a. $ 15,000
b. $120,000
c. $300,000
d. $750,000
23. On March 1, 1990, Cain Corp. issued at 103 plus 
accrued interest, two hundred of its 9%, $1,000 bonds. 
The bonds are dated January 1, 1990 and mature on 
January 1, 2000. Interest is payable semiannually on 
January 1 and July 1. Cain paid bond issue costs of $10,000. 
Cain should realize net cash receipts from the bond issuance 
of
a. $216,000
b. $209,000
c. $206,000
d. $199,000
27. On June 30, 1989, Town Co. had outstanding 8%, 
$2,000,000 face amount, 15-year bonds maturing on 
June 30, 1999. Interest is payable on June 30 and 
December 31. The unamortized balances in the bond dis­
count and deferred bond issue costs accounts on June 30, 
1989 were $70,000 and $20,000, respectively. On June 30, 
1989, Town acquired all of these bonds at 94 and retired 
them. What net carrying amount should be used in com­
puting gain or loss on this early extinguishment of debt?
a. $1,980,000
b. $1,930,000
c. $1,910,000
d. $1,880,000
6
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28. Dunn Trading Stamp Co. records stamp service 
revenue and provides for the cost of redemptions in the 
year stamps are sold to licensees. Dunn’s past experience 
indicates that only 80% of the stamps sold to licensees will 
be redeemed. Dunn’s liability for stamp redemptions was 
$6,000,000 at December 31, 1988. Additional informa­
tion for 1989 is as follows:
Stamp service revenue from stamps 
sold to licensees $4,000,000
Cost of redemptions (stamps 
sold prior to 1/1/89) 2,750,000
30. During 1988, Rex Co. introduced a new product 
carrying a two-year warranty against defects. The estimated 
warranty costs related to dollar sales are 2% within 12 
months following sale and 4% in the second 12 months 
following sale. Sales and actual warranty expenditures for 
the years ended December 3 1 , 1988 and 1989 are as follows:
Sales
1988
1989
$ 600,000 
1,000,000
$1,600,000
Actual warranty 
expenditures
$ 9,000
30,000
$39,000
If all the stamps sold in 1989 were presented for redemp­
tion in 1990, the redemption cost would be $2,250,000. 
What amount should Dunn report as a liability for stamp 
redemptions at December 31, 1989?
a. $7,250,000
b. $5,500,000
c. $5,050,000
d. $3,250,000
At December 31, 1989, Rex should report an estimated 
warranty liability of
a. $0
b. $10,000
c. $45,000
d. $57,000
29. At December 3 1 , 1989, Hull Corp. had the follow­
ing marketable equity securities that were purchased during 
1989, its first year of operations:
Unrealized
Cost Market gain (loss)
In Current 
Assets:
Security A $ 90,000 $60,000 $(30,000)
B 15,000 20,000 5,000
Totals $105,000 $80,000 $(25,000)
In Noncurrent 
Assets:
Security Y $ 70,000 $ 80,000 $ 10,000
Z 90,000 45,000 (45,000)
Totals $160,000 $125,000 $(35,000)
All market declines are considered temporary.
Valuation allowances at December 31, 1989 should be 
established with a corresponding charge against
a.
b.
c.
d.
Income
$60,000
$30,000
$25,000
$25,000
Stockholders' 
equity 
$0
$45,000
$35,000
$0
31. Kent, Co. filed a voluntary bankruptcy petition on 
August 1 5 , 1989, and the statement of affairs reflects the 
following amounts:
Estimated
Liabilities:
Liabilities with priority 
Fully secured creditors 
Partially secured creditors 
Unsecured creditors
$ 70,000
260,000 
200,000 
540,000
$1,070,000
Book current
value value
Assets:
Assets pledged with fully
secured creditors $ 300,000 $370,000
Assets pledged with
partially secured creditors 180,000 120,000
Free assets 420,000 320,000
$ 900,000 $810,000
Assume that the assets are converted to cash at the estimated 
current values and the business is liquidated. What amount 
of cash will be available to pay unsecured nonpriority 
claims?
a. $240,000
b. $280,000
c. $320,000
d. $360,000
7
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32. In November and December 1989, Dorr Co., a newly 
organized magazine publisher, received $72,000 for 1,000 
three-year subscriptions at $24 per year, starting with the 
January 1990 issue. Dorr elected to include the entire 
$72,000 in its 1989 income tax return. What amount should 
Dorr report in its 1989 income statement for subscriptions 
revenue?
a. $0
b. $ 4,000
c. $24,000
d. $72,000
33. Winn Co. manufactures equipment that is sold or 
leased. On December 31, 1989, Winn leased equipment 
to Bart for a five-year period ending December 3 1 , 1994, 
at which date ownership of the leased asset will be 
transferred to Bart. Equal payments under the lease are 
$22,000 (including $2,000 executory costs) and are due 
on December 31 of each year. The first payment was made 
on December 3 1 , 1989. Collectibility of the remaining lease 
payments is reasonably assured, and Winn has no material 
cost uncertainties. The normal sales price of the equip­
ment is $77,000, and cost is $60,000. For the year ended 
December 3 1 , 1989, what amount of income should Winn 
realize from the lease transaction?
a. $17,000
b. $22,000
c. $23,000
d. $33,000
34. On January 1, 1988, Rex Co. sold a used machine 
to Lake, Inc. for $525,000. On this date, the machine had 
a depreciated cost of $367,500. Lake paid $75,000 cash 
on January 1, 1988 and signed a $450,000 note bearing 
interest at 10%. The note was payable in three annual 
installments o f  $150,000 beginning January 1 ,  1989. Rex 
appropriately accounted for the sale under the installment 
method. Lake made a timely payment of the first install­
ment on January 1, 1989 of $195,000, which included 
interest of $45,000 to date of payment. At December 31, 
1989, Rex has deferred gross profit of
a. $105,000
b. $ 99,000
c. $ 90,000
d. $ 76,500
35. On January 1 ,  1988, MilLCo. exchanged equipment 
for a $200,000 noninterest bearing note due on January 1, 
1991. The prevailing rate of interest for a note of this type 
at January 1, 1988 was 10%. The present value of $1 at 
10% for three periods is 0.75. What amount of interest 
revenue should be included in Mill’s 1989 income 
statement?
a. $0
b. $15,000
c. $16,500
d. $20,000
36. Day Co. received dividends from its common stock 
investments during the year ended December 3 1 , 1989 as 
follows:
• A stock dividend of 400 shares from Parr Corp. on 
July 2 5 ,  1989 when the market price of Parr’s shares 
was $20 per share. Day owns less than 1 % of Parr’s 
common stock.
• A cash dividend of $15,000 from Lark Corp. in which 
Day owns a 25 % interest. A majority of Lark’s direc­
tors are also directors of Day.
What amount of dividend revenue should Day report in 
its 1989 income statement?
a. $23,000
b. $15,000
c. $ 8,000
d. $0
37. On January 1, 1989, Wren Co. leased a building to 
Brill under an operating lease for ten years at $50,000 per 
year, payable the first day of each lease year. Wren paid 
$15,000 to a real estate broker as a finder’s fee. The building 
is depreciated $12,000 per year. For 1989, Wren incurred 
insurance and property tax expense totaling $9,000. Wren’s 
net rental income for 1989 should be
a. $27,500
b. $29,000
c. $35,000
d. $36,500
38. On November 15 , 1989, Celt, Inc., a U.S. company, 
ordered merchandise FOB shipping point from an East 
German company for 200,000 marks. The merchandise 
was shipped and invoiced to Celt on December 1 0 , 1989. 
Celt paid the invoice on January 1 0 , 1990. The spot rates 
for marks on the respective dates are as follows:
November 15, 1989 
December 10, 1989 
December 31, 1989 
January 10, 1990
$.4955
.4875
.4675
.4475
In Celt’s December 3 1 , 1989 income statement, the foreign 
exchange gain is
a. $9,600
b. $8,000
c. $4,000
d. $1,600
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39. Adam Corp. had the following infrequent transactions 
during 1989:
• A $190,000 gain on reacquisition and retirement of 
bonds.
• A $260,000 gain on the disposal of a segment of a 
business. Adam continues similar operations at another 
location.
• A $90,000 loss on the abandonment of equipment.
In its 1989 income statement, what amount should Adam 
report as total infrequent net gains that are not considered 
extraordinary?
a. $100,000
b. $170,000
c. $360,000
d. $450,000
40. Brock Corp. reports operating expenses in two 
categories: (1) selling and (2) general and administrative. 
The adjusted trial balance at December 3 1 , 1989 included 
the following expense and loss accounts:
Accounting and legal fees $120,000
Advertising 150,000
Freight out 80,000
Interest 70,000
Loss on sale of long-term investment 30,000
Officers’ salaries 225,000
Rent for office space 220,000
Sales salaries and commissions 140,000
One-half of the rented premises is occupied by the sales 
department.
Brock’s total selling expenses for 1989 are
a. $480,000
b. $400,000
c. $370,000
d. $360,000
Number 3 (Estimated t im e -----45 to 55 minutes)
41. On January 1, 1990, Korn Co. sold to Kay Corp. 
$400,000 of its 10% bonds for $354,118 to yield 12%. 
Interest is payable semiannually on January 1 and July 1. 
What amount should Korn report as interest expense for 
the six months ended June 30, 1990?
a. $17,706
b. $20,000
c. $21,247
d. $24,000
42. Cody Corp. incurred the following costs during 1989:
Design of tools, jigs, molds, and dies 
involving new technology $125,000
Modification of the formulation 
of a process 160,000
Trouble-shooting in connection with 
breakdowns during commercial production 100,000 
Adaptation of an existing capability to a 
particular customer’s need as part of a 
continuing commercial activity 110,000
In its 1989 income statement, Cody should report research 
and development expense of
a. $125,000
b. $160,000
c. $235,000
d. $285,000
43. Ball Corp. had the following foreign currency trans­
actions during 1989:
• Merchandise was purchased from a foreign supplier 
on January 2 0 ,  1989 for the U.S. dollar equivalent of 
$90,000. The invoice was paid on March 20, 1989 
at the U.S. dollar equivalent of $96,000.
• On July 1, 1989, Ball borrowed the U.S. dollar 
equivalent of $500,000 evidenced by a note that was 
payable in the lender’s local currency on July 1 ,  1991. 
On December 31, 1989, the U.S. dollar equivalents 
of the principal amount and accrued interest were 
$520,000 and $26,000, respectively. Interest on the 
note is 10% per annum.
In Ball’s 1989 income statement, what amount should be 
included as foreign exchange loss?
a. $0
b. $ 6,000
c. $21,000
d. $27,000
44. On January 1 ,  1989, Pall Corp. granted stock options 
to key employees for the purchase o f 40,000 shares of the 
company’s common stock at $25 per share. The options 
are intended to compensate employees for the next two 
years. The options are exercisable within a four-year period 
beginning January 1 ,  1991 by grantees still in the employ 
of the company. The market price of Pall’s common stock 
was $33 per share at the date of grant. No stock options 
were terminated during the year. What amount should Pall 
charge to compensation expense for the year ended 
December 31, 1989?
a. $320,000
b. $160,000
c. $ 80,000
d. $0
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45. Orr Co. prepared an aging of its accounts receivable 
at December 3 1 , 1989 and determined that the net realizable 
value of the receivables was $250,000. Additional infor­
mation is available as follows:
Allowance for uncollectible accounts 
at 1/1/89 — credit balance $28,000
Accounts written off as uncollectible 
during 1989 23,000
Accounts receivable at 12/31/89 270,000
Uncollectible accounts recovery during 
1989 5,000
For the year ended December 3 1 ,  1989, Orr’s uncollect­
ible accounts expense would be
a. $23,000
b. $20,000
c. $15,000
d. $10,000
46. Kew Apparel, Inc. leases and operates a retail store. 
The following information relates to the lease for the year 
ended December 31, 1989:
• The store lease, an operating lease, calls for a base 
monthly rent of $1,500 on the first day of each month.
• Additional rent is computed at 6% of net sales over 
$300,000 up to $600,000 and 5% of net sales over 
$600,000, per calendar year.
• Net sales for 1989 were $900,000.
• Kew paid executory costs to the lessor for property 
taxes of $12,000 and insurance of $5,000.
For 1989, Kew’s expenses relating to the store lease are
a. $71,000
b. $68,000
c. $54,000
d. $35,000
47. Strand, Inc. incurred the following infrequent losses 
during 1989:
• A $90,000 write-down of equipment leased to others.
• A $50,000 adjustment of accruals on long-term 
contracts.
• A $75,000 write-off of obsolete inventory.
In its 1989 income statement, what amount should Strand 
report as total infrequent losses that are not considered 
extraordinary?
a. $215,000
b. $165,000
c. $140,000
d. $125,000
48. For calendar year 1989, Clark Corp. reported 
depreciation of $300,000 in its income statement. On its 
1989 income tax return, Clark reported depreciation of 
$500,000. Clark’s income statement also included $50,000 
accrued warranty expense that will be deducted for tax pur­
poses when paid. Clark elected early application of FASB 
Statement No. 96, Accounting for Income Taxes, in its finan­
cial statements for the year ended December 31, 1989. 
Clark’s enacted tax rates are 30% for 1989 and 1990, and 
25% for 1991 and 1992. The depreciation difference and 
warranty expense will reverse over the next three years 
as follows:
Depreciation Warranty
difference expense
1990 $ 80,000 $10,000
1991 70,000 15,000
1992 50,000 25,000
$200,000 $50,000
These were Clark’s only temporary differences. In Clark’s 
1989 income statement, the deferred portion of its provi­
sion for income taxes should be
a. $67,000
b. $45,000
c. $41,000
d. $37,500
49. On May 15, 1989, Munn, Inc. approved a plan to 
dispose of a segment of its business. It is expected that 
the sale will occur on February 1, 1990 at a selling price 
of $500,000. During 1989, disposal costs incurred by Munn 
totaled $75,000. The segment had actual or estimated 
operating losses as follows;
1/ 1/89 to 5/14/89 
5/15/89 to 12/31/89 
1/ 1/90 to 1/31/90
$130,000
50,000
15,000
The carrying amount of the segment at the date of sale was 
expected to be $850,000. Before income taxes, what amount 
should Munn report as a loss on disposal of the segment 
in its 1989 income statement?
a. $490,000
b. $475,000
c. $440,000
d. $425,000
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50. On January 1 ,  1990, Hart, Inc. redeemed its 15-year 
bonds of $500,000 par value for 102. They were originally 
issued on January 1, 1978 at 98 with a maturity date of 
January 1 ,  1993. The bond issue costs relating to this trans­
action were $20,000. Hart amortizes discounts, premiums, 
and bond issue costs using the straight-line method. What 
amount of extraordinary loss should Hart recognize on the 
redemption of these bonds?
a. $16,000
b. $12,000
c. $10,000
d. $0
51. On January 1 ,  1986, Flax Co. purchased a machine 
for $528,000 and depreciated it by the straight-line method 
using an estimated useful life of eight years with no salvage 
value. On January 1, 1989, Flax determined that the 
machine had a useful life of six years from the date of 
acquisition and will have a salvage value of $48,000. An 
accounting change was made in 1989 to reflect these addi­
tional data. The accumulated depreciation for this machine 
should have a balance at December 31, 1989 of
a. $292,000
b. $308,000
c. $320,000
d. $352,000
52. Poe Co. had 300,000 shares of common stock issued 
and outstanding at December 3 1 , 1988. No common stock 
was issued during 1989. On January 1, 1989, Poe issued
200,000 shares of nonconvertible preferred stock. Dur­
ing 1989, Poe declared and paid $75,000 cash dividends 
on the common stock and $60,000 on the preferred stock. 
Net income for the year ended December 31, 1989 was 
$330,000. What should be Poe’s 1989 earnings per com­
mon share?
a. $1.10
b. $0.90
c. $0.85
d. $0.65
53. Dean Co. acquired 100% of Morey Corp. prior to 
1989. During 1989, the individual companies included in 
their financial statements the following:
Officers’ salaries 
Officers’ expenses 
Loans to officers 
Intercompany sales
Dean
$ 75,000 
20,000
125,000
150,000
Morey
$ 50,000 
10,000 
50,000
What amount should be reported as related party disclosures 
in the notes to Dean’s 1989 consolidated financial 
statements?
a. $150,000
b. $155,000
c. $175,000
d. $330,000
54. Witt Corp. has outstanding at December 31, 1989 
two long-term borrowings with annual sinking fund 
requirements and maturities as follows:
Sinking fund  
requirements Maturities
1989 $1,000,000 $ -
1990 1,500,000 2,000,000
1991 1,500,000 2,000,000
1992 2,000,000 2,500,000
1993 2,000,000 3,000,000
$8,000,000 $9,500,000
In the notes to its December 3 1 , 1989 balance sheet, how 
should Witt report the above data?
a. No disclosure is required.
b . Only sinking fund payments totaling $8,000,000 
for the next five years detailed by year need be 
disclosed.
Only maturities totaling $9,500,000 for the next 
five years detailed by year need be disclosed. 
The combined aggregate of $17,500,000 of 
maturities and sinking fund requirements detailed 
by year should be disclosed.
c.
d.
55. Farr Corp. had the following transactions during the 
quarter ended March 31, 1990:
Loss on early extinguishment of debt $ 70,000
Payment of fire insurance premium for 
calendar year 1990 100,000
What amount should be included in Farr’s income state­
ment for the quarter ended March 31, 1990?
Extraordinary loss Insurance expense
a. $70,000 $100,000
b. $70,000 $ 25,000
c. $17,500 $ 25,000
d. $0 $100,000
56. On January 3, 1989, Ard Corp. owned a machine 
that had cost $60,000. The accumulated depreciation was 
$50,000, estimated salvage value was $5,000, and fair 
market value was $90,000. On January 4, 1989, this 
machine was irreparably damaged by Rice Corp. and 
became worthless. In October 1989, a court awarded 
damages of $90,000 against Rice in favor of Ard. At 
December 31, 1989, the final outcome of this case was 
awaiting appeal and was, therefore, uncertain. However, 
in the opinion of Ard’s attorney, Rice’s appeal will be 
denied. At December 3 1 , 1989, what amount should Ard 
accrue for this gain contingency?
a. $90,000
b. $80,000
c. $75,000
d. $0
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57. During 1989, Rand Co. purchased $960,000 of 
inventory. The cost of goods sold for 1989 was $900,000, 
and the ending inventory at December 31, 1989 was 
$180,000. What was the inventory turnover for 1989?
a. 6.4
b. 6.0
c. 5.3
d. 5.0
60. Mr. Cord owns four corporations. Combined finan­
cial statements are being prepared for these corporations, 
which have intercompany loans of $200,000 and inter­
company profits of $500,000. What amount of these 
intercompany loans and profits should be included in the 
combined financial statements?
_____ Intercompany
Loans Profits
a. $200,000 $0
b. $200,000 $500,000
c. $0 $0
d. $0 $500,000
58. Lex Corp. was a development stage enterprise from 
October 1 0 , 1987 (inception) to December 3 1 , 1988. The 
year ended December 31, 1989 is the first year in which 
Lex is an established operating enterprise. The following 
are among the costs incurred by Lex:
Leasehold improvements, 
equipment, and furniture 
Security deposits 
Research and development 
Laboratory operations 
General and administrative 
Depreciation
For the period 
10/10/87 
to 12/31/88
$1,000,000
60,000
750,000
175,000
225,000 
25,000
For the 
year ended 
12/31/89
$ 300,000
30,000
900,000
550,000
685,000
115,000
$2,235,000 $2,580,000
From its inception through the period ended 
December 31, 1989, what is the total amount of costs 
incurred by Lex that should be charged to operations?
a. $3,425,000
b. $2,250,000
c. $1,775,000
d. $1,350,000
Question Number 4 Begins on Page 13
59. Mrs. Taft owns a $150,000 insurance policy on her 
husband’s life. The cash value of the policy is $125,000, 
and there is a $50,000 loan against the policy. In the Tafts’ 
personal statement of financial condition at December 31, 
1989, what amount should be shown as an investment in 
life insurance?
a. $150,000
b. $125,000
c. $100,000
d. $ 75,000
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Number 4 (Estimated tim e----- 45 to 55 minutes)
Presented below is the unaudited balance sheet as of 
December 3 1 ,  1989, prepared by the bookkeeper of Zues 
Manufacturing Corp.
Zues Manufacturing Corp.
BALANCE SHEET 
For the Year Ended December 31, 1989
Assets
Cash
Accounts receivable (net)
Inventories
Prepaid income taxes
Investments
Land
Building
Machinery and equipment 
Goodwill
Total assets
Liabilities & Stockholders’ Equity
Accounts payable 
Mortgage payable 
Notes payable 
Lawsuit liability 
Income taxes payable 
Deferred tax liability 
Accumulated depreciation
Total liabilities
Common stock, $50 par; 40,000 
shares issued 
Retained earnings
Total stockholders’ equity 
Total liabilities and stockholders’ 
equity
$ 225,000 
345,700
560,000
40,000 
57,700
450,000
1,750,000
1,964,000
37,000
$5,429,400
$ 133,800
900,000
500,000 
80,000 
61,200 
28,000
420,000
$2,123,000
2,231,000
1,075,400
$3,306,400
$5,429,400
Your firm has been engaged to perform an audit, during 
which the following data are found:
• Checks totaling $14,000 in payment of accounts 
payable were mailed on December 3 0 , 1989 but were 
not recorded until 1990. Late in December 1989, the 
bank returned a customer’s $2,000 check, marked 
“ NSF,” but no entry was made. Cash includes 
$100,000 restricted for building purposes.
• Included in accounts receivable is a $30,000 note due 
on December 31, 1992 from Zues’ president.
During 1989, Zues purchased 500 shares of common 
stock of a major corporation that supplies Zues with 
raw materials. Total cost of this stock was $51,300, 
and market value on December 3 1 , 1989 was $47,000. 
The decline in market value is considered temporary. 
Zues plans to hold these shares indefinitely.
Treasury stock was recorded at cost when Zues 
purchased 200 of its own shares for $32 per share in 
May 1989. This amount is included in investments.
On December 3 0 , 1989, Zues borrowed $500,000 from 
a bank in exchange for a 10% note payable, maturing 
December 3 0 , 1994. Equal principal payments are due 
December 30 of each year, beginning in 1990. This 
note is collateralized by a $250,000 tract of land 
acquired as a potential fu ture building site, which is 
included in land.
The mortgage payable requires $50,000 principal 
payments, plus interest, at the end of each month. 
Payments were made on January 31 and February 28, 
1990. The balance of this mortgage was due June 30, 
1990. On March 1, 1990, prior to issuance of the 
audited financial statements, Zues consummated a non- 
cancelable agreement with the lender to refinance this 
mortgage. The new terms require $100,000 annual 
principal payments, plus interest, on February 28 of 
each year, beginning in 1991. The final payment is 
due February 28, 1998.
The lawsuit liability will be paid in 1990.
Zues elected early application of FASB Statement No. 
96, Accounting for Income Taxes.
The following is an analysis of the deferred tax liability 
at December 31, 1989:
Deferred taxes related to depreciation $48,000
Deferred taxes related to a lawsuit 
liability (20,000)
Net deferred tax liability $28,000
$25,000 of the deferred taxes related to depreciation 
will reverse in 1990.
The current income tax expense reported in Zues’ 1989 
income statement was $61,200.
The company was authorized to issue 100,000 shares 
of $50 par value common stock.
Required:
Prepare a corrected classified balance sheet as of 
December 31, 1989. This financial statement should 
include a proper heading, format and necessary 
descriptions.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Presented below are the condensed statements of financial position of Linden Consulting Associates as of December 31, 
1989 and 1988, and the condensed statement of income for the year ended December 31, 1989.
Linden Consulting Associates
CONDENSED STATEMENTS OF FINANCIAL POSITION
December 31, 1989 and 1988
1989 1988
Net change 
increase 
(decrease)
Assets
Cash $ 652,000 $ 280,000 $372,000
Accounts receivable, net 446,000 368,000 78,000
Investment in Zach, Inc., at equity 550,000 466,000 84,000
Property and equipment 1,270,000 1,100,000 170,000
Accumulated depreciation (190,000) (130,000) (60,000)
Excess of cost over book value of 
investment in Zach, Inc. (net) 152,000 156,000 (4,000)
Total assets $2,880,000 $2,240,000 $640,000
Liabilities and Partners’ Equity
Accounts payable and accrued expenses $ 320,000 $ 270,000 $ 50,000
Mortgage payable 250,000 270,000 (20,000)
Partners’ equity 2,310,000 1,700,000 610,000
Total liabilities and partners’ equity $2,880,000 $2,240,000 $640,000
Linden Consulting Associates 
CONDENSED STATEMENT OF INCOME 
For the Year Ended December 31, 1989
Fee revenue 
Operating expenses
Operating income
Equity in earnings of Zach, Inc. (net of $4,000 amortization of excess 
of cost over book value)
Net income
$2,664,000
1,940,000
724,000
176,000 
$ 900,000
14
Additional information:
•  On December 31, 1988, partners’ capital and profit sharing percentages were as follows:
Capital
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Garr
Pat
$1,020,000
680,000
$1,700,000
Profit sharing %
60%
40%
On January 1, 1989, Garr and Pat admitted Scott to the partnership for a cash payment of $340,000 to Linden Consulting 
Associates as the agreed amount of Scott’s beginning capital account. In addition, Scott paid a $50,000 cash bonus directly 
to Garr and Pat. This amount was divided $30,000 to Garr and $20,000 to Pat. The new profit sharing arrangement is as follows:
Gan-
Pat
Scott
50%
30%
20%
• On October 1, 1989, Linden purchased and paid for an office computer costing $170,000, including $15,000 for sales 
tax, delivery, and installation. There were no dispositions of property and equipment during 1989.
• Throughout 1989, Linden owned 25% of Zach, Inc.’s common stock. As a result of this ownership interest, Linden can 
exercise significant influence over Zach’s operating and financial policies. During 1989, Zach paid dividends totaling 
$384,000 and reported net income of $720,000. Linden’s 1989 amortization of excess of cost over book value in Zach 
was $4,000.
Partners’ drawings for 1989 were as follows:
Gan-
Pat
Scott
$280,000
200,000
150,000
$630,000
Required:
a. Using the direct method, prepare Linden’s statement of cash flows for the year ended December 31, 1989.
b. Prepare a reconciliation of net income to net cash provided by operating activities.
c. Prepare an analysis of changes in partners’ capital accounts for the year ended December 31, 1989.
15
WRITE YOUR 7-DIGIT CANDIDATE 
NUMBER HERE. ONE DIGIT PER BOX.
EXAMINATION IN ACCOUNTING PRACTICE -  PART I
November 8, 1990; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required:
No. 1 .......................
No. 2 .......................
No. 3 .......................
No. 4 .......................
No. 5 .......................
T o ta ls ........................................................................................  50
Value Minimum Maximum
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
220 270
INSTRUCTIONS TO CANDIDATES
Failure To Follow These Instructions May Have An Adverse Effect On Your Examination Grade
HOW TO HEAD & NUMBER YOUR PAPERS. 
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued”  at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Computation sheets should identify the question to 
which they relate, be placed immediately following 
the answer to that question, and be numbered in 
sequence with the other pages.
For Question Number 4 be sure to include the com­
pleted tear-out worksheet in the proper sequence with 
other answer sheets.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are com puter-graded, your 
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up. The objective portion of your 
examination will not be graded if you fail to record 
your answers on the objective answer sheet.
Support all problem-type answers with properly 
labeled and legible calculations that can be identified
as sources of amounts in formal schedules, entries, 
worksheets, or other answers, to show how your final 
answer was derived. Failure to enclose supporting 
calculations may result in loss of grading points 
because it may be impossible to determine how your 
amounts were computed.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language may be 
considered by the examiners.
Write your 7-digit candidate number in the space pro­
vided at the upper right hand comer of this page.
You must hand in your examination booklet and 
answer papers before leaving the examination room. 
Your examination will not be graded unless your 
examination booklet and answer papers are handed in.
If you want your examination booklet mailed to you, 
write your name and address in the space provided 
on the back cover page and place 45 cents postage in 
the space provided, unless otherwise instructed. 
Examination booklets will be distributed no sooner 
than the day following the administration of this 
examination.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
16
1.
2.
3.
4.
5
6.
7.
8 .
9.
Accounting Practice — Part II
Instructions
Questions Number 1 , 2, and 3 each consist of 20 multiple 
choice items. Select the best answer for each of the items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of correct answers.
Number 1 (Estimated t im e ----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
3. On June 1 ,  1989, Yola Corp. loaned Dale $500,000 
on a 12% note, payable in five annual installments of 
$100,000 beginning January 2, 1990. In connection with 
this loan, Dale was required to deposit $5,000 in a 
noninterest-bearing escrow account. The amount held in 
escrow is to be returned to Dale after all principal and 
interest payments have been made. Interest on the note is 
payable on the first day of each month beginning July 1, 
1989. Dale made timely payments through November 1, 
1989. On January 2, 1990, Yola received payment of the 
first principal installment plus all interest due. At 
December 3 1 , 1989, Yola’s interest receivable on the loan 
to Dale should be
a. $0
b. $ 5,000
c. $10,000
d. $15,000
1. On July 1 ,  1989, Kay Corp. sold equipment to Mando 
Co. for $100,000. Kay accepted a 10% note receivable 
for the entire sales price. This note is payable in two equal 
installments of $50,000 plus accrued interest on 
December 31, 1989 and December 31, 1990. On July 1, 
1990, Kay discounted the note at a bank at an interest rate 
of 12%. Kay’s proceeds from the discounted note were
a. $48,400
b. $49,350
c. $50,350
d. $51,700
2. On January 2 ,  1988, Ral Co. leased land and building 
from an unrelated lessor for a ten-year term. The lease has 
a renewal option for an additional ten years, but Ral has 
not reached a decision with regard to the renewal option. 
In early January of 1988, Ral completed the following 
improvements to the property:
Description
Sales office 
Warehouse 
Parking lot
Estimated
life
10 years 
25 years 
15 years
Cost
$47,000
75,000
18,000
Amortization of leasehold improvements for 1989 should be
a. $ 7,000
b. $ 8,900
c. $12,200
d. $14,000
4. During 1988, Yvo Corp. installed a production 
assembly line to manufacture furniture. In 1989, Yvo pur­
chased a new machine and rearranged the assembly line 
to install this machine. The rearrangement did not increase 
the estimated useful life of the assembly line, but it did 
result in significantly more efficient production. The follow­
ing expenditures were incurred in connection with this 
project:
Machine $75,000
Labor to install machine 14,000
Parts added in rearranging the assembly 
line to provide future benefits 40,000
Labor and overhead to rearrange the 
assembly line 18,000
What amount of the above expenditures should be capi­
talized in 1989?
a. $147,000
b. $107,000
c. $ 89,000
d. $ 75,000
5. On July 1, 1986, Rey Corp. purchased computer 
equipment at a cost of $360,000. This equipment was 
estimated to have a six-year life with no residual value and 
was depreciated by the straight-line method. On January 3, 
1989, Rey determined that this equipment could no longer 
process data efficiently, that its value had been permanently 
impaired, and that $70,000 could be recovered over the 
remaining useful life of the equipment. What carrying 
amount should Rey report on its December 31 , 1989 balance 
sheet for this equipment?
a. $0
b. $ 50,000
c. $ 70,000
d. $150,000
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6. Amar Farms produced 300,000 pounds of cotton dur­
ing the 1989 season. Amar sells all of its cotton to Brye 
Co., which has agreed to purchase Amar’s entire produc­
tion at the prevailing market price. Recent legislation 
assures that the market price will not fall below $.70 per 
pound during the next two years. Amar’s costs of selling 
and distributing the cotton are immaterial and can be 
reasonably estimated. Amar reports its inventory at ex­
pected exit value. During 1989, Amar sold and delivered 
to Brye 200,000 pounds at the market price of $.70. Amar 
sold the remaining 100,000 pounds during 1990 at the 
market price of $.72. What amount of revenue should Amar 
recognize in 1989?
a. $140,000
b. $144,000
c. $210,000
d. $216,000
7. Ram Corp. prepared the following reconciliation of 
income per books with income per tax return for the year 
ended December 31, 1989:
Book income before income taxes $750,000
Add temporary difference 
Construction contract revenue which 
will reverse in 1993 100,000
Deduct temporary difference 
Depreciation expense which will 
reverse in equal amounts in each 
of the next four years (400,000)
Taxable income $450,000
Ram’s effective income tax rate is 34% for 1989. What 
amount should Ram report in its 1989 income statement 
as the current provision for income taxes?
a. $ 34,000
b. $153,000
c. $255,000
d. $289,000
8. The following information was derived from the 1989 
accounting records of Clem Co.:
Beginning inventory 
Purchases 
Freight in 
Transportation to 
consignees 
Freight out 
Ending inventory
Clem’s 
central 
warehouse
$ 110,000
480,000
10,000
30,000
145,000
Clem’s goods 
held by 
consignees
$12,000
60,000
5,000
8,000 
20,000
Clem’s 1989 cost of sales was
a. $455,000
b. $485,000
c. $507,000
d. $512,000
9. Mill Co.’s allowance for uncollectible accounts was 
$100,000 at the end of 1989 and $90,000 at the end of 1988. 
For the year ended December 3 1 , 1989, Mill reported bad 
debt expense of $16,000 in its income statement. What 
amount did Mill debit to the appropriate account in 1989 
to write off actual bad debts?
a. $ 6,000
b. $10,000
c. $16,000
d. $26,000
10. The following items were among those that were 
reported on Lee Co.’s income statement for the year ended 
December 31, 1989:
Legal and audit fees 
Rent for office space 
Interest on inventory floorplan 
Loss on abandoned data processing 
equipment used in operations
$170,000
240,000
210,000
35,000
The office space is used equally by Lee’s sales and account­
ing departments. What amount of the above-listed items 
should be classified as general and administrative expenses 
in Lee’s multiple-step income statement?
a. $290,000
b. $325,000
c. $410,000
d. $500,000
11. On its December 3 1 , 1988 balance sheet, Nilo Corp. 
reported bonds payable of $8,000,000 and related unamor­
tized bond issue costs of $430,000. The bonds had been 
issued at par. On January 2 ,  1989, Nilo retired $4,000,000 
of the outstanding bonds at par plus a call premium of 
$100,000. What amount should Nilo report in its 1989 
income statement as loss on extinguishment of debt?
a. $0
b. $100,000
c. $215,000
d. $315,000
12. Zahn C orp .’s comparative balance sheet at 
December 31, 1989 and 1988 reported accumulated 
depreciation balances of $800,000 and $600,000 respec­
tively. Property with a cost of $50,000 and a carrying 
amount of $40,000 was the only property sold in 1989. 
Depreciation charged to operations in 1989 was
a. $190,000
b. $200,000
c. $210,000
d. $220,000
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13. Vore Corp. bought equipment on January 2, 1988 
for $200,000. This equipment had an estimated useful life 
of five years and a salvage value of $20,000. Deprecia­
tion was computed by the 150% declining balance method. 
The accumulated depreciation balance at December 31, 
1989 should be
a. $102,000
b. $ 98,000
c. $ 91,800
d. $ 72,000
17. Rory Co.’s prepaid insurance was $50,000 at 
December 31, 1989 and $25,000 at December 31, 1988. 
Insurance expense was $20,000 for 1989 and $15,000 for 
1988. What amount of cash disbursements for insurance 
would be reported in Rory’s 1989 net cash flows from 
operating activities presented on a direct basis?
a. $55,000
b. $45,000
c. $30,000
d. $20,000
14. During 1989, Kent Co. incurred $204,000 of research 
and development costs in its laboratory to develop a patent 
that was granted on July 1 ,  1989. Legal fees and other costs 
associated with registration of the patent totaled $41,000. 
The estimated economic life of the patent is 10 years. What 
amount should Kent capitalize for the patent on July 1, 
1989?
a. $245,000
b. $204,000
c. $ 41,000
d. $0
15. Gow Constructors, Inc. has consistently used the 
percentage-of-completion method of recognizing income. 
In 1989, Gow started work on an $18,000,000 construc­
tion contract that was completed in 1990. The following 
information was taken from Gow’s 1989 accounting 
records:
Progress billings 
Costs incurred 
Collections
Estimated costs to complete
$6,600,000
5 ,400,000
4 ,200,000 
10,800,000
What amount of gross profit should Gow have recognized 
in 1989 on this contract?
a. $1,400,000
b. $1,200,000
c. $ 900,000
d. $ 600,000
16. The following information pertains to Seda Co.’s pen­
sion plan:
Actuarial estimate of projected 
benefit obligation at 1/1/89 
Assumed discount rate 
Service costs for 1989 
Pension benefits paid during 1989
$72,000
18,000
15,000
If no change in actuarial estimates occurred during 1989, 
Seda’s projected benefit obligation at December 3 1 , 1989
was
a.
b.
c.
d.
$64,200
$75,000
$79,200
$82,200
18. Slad Co. exchanged similar productive assets with 
Gil Co. and, in addition, paid Gil cash of $100,000. The 
following information pertains to this exchange:
Assets
Relinquished by Gil 
Relinquished by Slad
Carrying
amounts
$75,000
40,000
Fair
values
$140,000
40,000
On Slad’s books, the assets acquired should be recorded 
at what amount?
a. $ 75,000
b. $100,000
c. $140,000
d. $175,000
19. On January 1, 1989, Merl Corp. adopted a defined 
benefit pension plan. The plan’s service cost of $75,000 
was fully funded at the end of 1989. Prior service cost was 
funded by a contribution of $30,000 in 1989. Amortiza­
tion of prior service cost was $12,000 for 1989. What is 
the amount of Merl’s prepaid pension cost at December 31, 
1989?
a. $18,000
b. $30,000
c. $42,000
d. $45,000
20. During 1989, property owned by Arp Co. was 
acquired by the city in connection with a condemnation 
proceeding, resulting in a payment of $100,000 to Arp. 
The property’s carrying amount was $70,000. Arp paid 
$45,000 in 1989 for replacement property. In Arp’s in­
come statement for the year ended December 31, 1989, 
what amount of gain should be reported on this involun­
tary conversion, disregarding income tax considerations?
a. $0
b. $15,000
c. $25,000
d. $30,000
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Select the best answer for each of the following items 
relating to the federal taxation of individuals, estates, 
and trusts. The answers should be based on the Inter­
nal Revenue Code and Tax Regulations in effect for the 
tax period specified in the item. If no tax period is 
specified, use the current Internal Revenue Code and 
Tax Regulations.
Number 2 (Estimated tim e-----45 to 55 minutes) 24. Al and Mary Lew are married and filed a joint 1989 
income tax return in which they validly claimed the $2,000 
personal exemption for their dependent 17-year old 
daughter, Doris. Since Doris earned $5,400 in 1989 from 
a part-time job at the college she attended full-time, Doris 
was also required to file a 1989 income tax return. What 
amount was Doris entitled to claim as a personal exemp­
tion in her 1989 individual income tax return?
a. $0
b. $1,000
c. $2,000
d. $3,000
21. Keen, a calendar-year taxpayer, reported a gross 
income of $100,000 on his 1989 income tax return. 
Inadvertently omitted from gross income was a $20,000 
commission that should have been included in 1989. Keen 
filed his 1989 return on March 15, 1990. To collect the 
tax on the $20,000 omission, the Internal Revenue Ser­
vice must assert a notice of deficiency no later than
a. March 15, 1993.
b. April 15, 1993.
c. March 15, 1996.
d. April 15, 1996.
25. Ed and Ann Ross were divorced in January 1989. 
In accordance with the divorce decree, Ed transferred the 
title in their home to Ann in 1989. The home, which had 
a fair market value of $150,000, was subject to a $50,000 
mortgage that had 20 more years to run. Monthly mortgage 
payments amount to $1,000. Under the terms of settlement, 
Ed is obligated to make the mortgage payments on the home 
for the full remaining 20-year term of the indebtedness, 
regardless of how long Ann lives. Ed made 12 mortgage 
payments in 1989. What amount is taxable as alimony in 
Ann’s 1989 return?
a. $0
b. $ 12,000
c. $100,000
d. $112,000
22. If an individual paid income tax in 1989 but did not 
file a 1989 return because his income was insufficient to 
require the filing of a return, the deadline for filing a refund 
claim is
a. Two years from the date the tax was paid.
b. Two years from the date a return would have 
been due.
c. Three years from the date the tax was paid.
d. Three years from the date a return would have 
been due.
26. Dahl Corp. was organized and commenced opera­
tions in 1930. At December 31, 1989, Dahl had 
accumulated earnings and profits of $9,000 before divi­
dend declaration and distribution. On December 3 1 , 1989, 
Dahl distributed cash of $9,000 and a vacant parcel of land 
to Green, Dahl’s only stockholder. At the date of distribu­
tion, the land had a basis of $5,000 and a fair market value 
of $40,000. What was Green’s taxable dividend income 
in 1989 from these distributions?
a. $ 9,000
b. $14,000
c. $44,000
d. $49,000
23. Which one of the following statements is correct with 
regard to the earned income credit?
a. The credit is available only to those individuals 
whose earned income is equal to adjusted gross 
income.
b . For purposes of the earned income test, ‘‘earned 
income”  includes workers’ compensation 
benefits.
c. The credit can result in a refund even if the 
individual had no tax withheld from wages.
d. The credit is available to married couples who 
are childless.
27. Don Wolf became a general partner in Gata Associates 
on January 1, 1989 with a 5% interest in Gata’s profits, 
losses, and capital. Gata is a distributor of auto parts. Wolf 
does not materially participate in the partnership business. 
For the year ended December 31, 1989, Gata had an 
operating loss of $100,000. In addition, Gata earned in­
terest of $20,000 on a temporary investment. Gata has kept 
the principal temporarily invested while awaiting delivery 
of equipment that is presently on order. The principal will 
be used to pay for this equipment. Wolf’s passive loss for 
1989 is
a. $0
b. $4,000
c. $5,000
d. $6,000
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28. Joe Hall owns a limousine for use in his personal ser­
vice business of transporting passengers to airports. The 
limousine’s adjusted basis is $40,000. In addition, Hall 
owns his personal residence and furnishings, that together 
cost him $280,000. Hall’s capital assets amount to
a. $320,000
b. $280,000
c. $ 40,000
d. $0
29. Fred Berk bought a plot of land with a cash payment 
of $40,000 and a purchase money mortgage of $50,000. 
In addition, Berk paid $200 for a title insurance policy. 
Berk’s basis in this land is
a. $40,000
b. $40,200
c. $90,000
d. $90,200
30. In 1989, Joan Reed exchanged commercial real estate 
that she owned for other commercial real estate plus cash 
of $50,000. The following additional information pertains 
to this transaction:
Property given up by Reed 
Fair market value 
Adjusted basis
Property received by Reed 
Fair market value
$500,000
300,000
450,000
What amount of gain should be recognized in Reed’s 1989
income tax return?
a. $200,000
b. $100,000
c. $ 50,000
d. $0
32. In 1989, Smith paid $6,000 to the tax collector of 
Wek City for realty taxes on a two-family house owned 
by Smith’s mother. Of this amount, $2,800 covered back 
taxes for 1988, and $3,200 covered 1989 taxes. Smith 
resides on the second floor of the house, and his mother 
resides on the first floor. In Smith’s itemized deductions 
on his 1989 return, what amount was Smith entitled to claim 
for realty taxes?
a. $6,000
b. $3,200
c. $3,000
d. $0
33. Which one of the following expenditures qualifies 
as a deductible medical expense for tax purposes?
a. Vitamins for general health not prescribed by 
a physician.
b. Health club dues.
c . Transportation to physician’s office for required 
medical care.
d . Mandatory employment taxes for basic coverage 
under Medicare A.
34. Which one of the following statements is correct with 
regard to an individual taxpayer who has elected to amor­
tize the premium on a bond that yields taxable interest?
a. The amortization is treated as an itemized 
deduction.
b. The amortization is not treated as a reduction 
of taxable income.
c. The bond’s basis is reduced by the amortization.
d. The bond’s basis is increased by the amortization.
35. Jan, an unmarried individual, gave the following
outright gifts in 1989:
Donee Amount Use by donee
Jones $15,000 Downpayment on house
Craig 12,000 College tuition
Kande 5,000 Vacation trip
31. Marc Clay was unemployed for the entire year 1988. 
In January 1989, Clay obtained full-time employment 40 
miles away from the city where he had resided during the 
ten years preceding 1989. Clay kept his new job for the 
entire year 1989. In January 1989, Clay paid direct moving 
expenses of $300 in relocating to his new city of residence, 
but he received no reimbursement for these expenses. In 
his 1989 income tax return, Clay’s direct moving expenses 
are
a. Not deductible.
b. Fully deductible only if Clay itemizes his 
deductions.
c. Fully deductible from gross income in arriving 
at adj usted gross income.
d. Deductible subject to a 2% threshold if Clay 
itemizes his deductions.
Jan’s 1989 exclusions for gift tax purposes should total
a. $27,000
b. $25,000
c. $20,000
d. $ 9,000
36. When Jim and Nina became engaged in April 1989, 
Jim gave Nina a ring that had a fair market value of $50,000. 
After their wedding in July 1989, Jim gave Nina $75,000 
in cash so that Nina could have her own bank account. Both 
Jim and Nina are U.S. citizens. What was the amount of 
Jim’s 1989 marital deduction?
a. $0
b. $ 75,000
c. $115,000
d. $125,000
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37. Following are the fair market values of Wald’s assets 
at the date of death:
Personal effects and jewelry $150,000
Land bought by Wald with Wald’s funds 
five years prior to death and held with 
Wald’s sister as joint tenants with right 
of survivorship 800,000
The executor of Wald’s estate did not elect the alternate 
valuation date. The amount includible as Wald’s gross estate 
in the federal estate tax return is
a. $150,000
b. $550,000
c. $800,000
d. $950,000
38. If the executor of a decedent’s estate elects the alter­
nate valuation date and none of the property included in 
the gross estate has been sold or distributed, the estate assets 
must be valued as of how many months after the decedent’s 
death?
a. 3
b. 6
c. 9
d. 12
Select the best answer for each of the following items 
relating to a  variety of not-for-profit and governmental 
accounting problems.
41. Maple Township issued the following bonds during 
the year ended June 30, 1990:
Bonds issued for the garbage collection 
enterprise fund that will service the debt $500,000 
Revenue bonds to be repaid from admission 
fees collected by the Township zoo enter­
prise fund 350,000
What amount of these bonds should be accounted for in 
Maple’s general long-term debt account group?
a. $0
b. $350,000
c. $500,000
d. $850,000
42. On December 3 1 , 1989, Elm Village paid a contrac­
tor $4,500,000 for the total cost of a new Village Hall built 
in 1989 on Village-owned land. Financing for the capital 
project was provided by a $3,000,000 general obligation 
bond issue sold at face amount on December 31, 1989, 
with the remaining $1,500,000 transferred from the general 
fu n d. What account and amount should be reported in Elm’s 
1989 financial statements for the general fund?
a. Other financing sources control $4,500,000.
b. Expenditures control $4,500,000.
c. Other financing sources control $3,000,000.
d. Other financing uses control $1,500,000.
Number 3 (Estimated time— 45 to 55 minutes)
39. Income in respect of a cash basis decedent
a. Covers income earned before the taxpayer’s 
death but not collected until after death.
b. Receives a stepped-up basis in the decedent’s 
estate.
c . Must be included in the decedent’s final income 
tax return.
d. Cannot receive capital gain treatment.
43. During 1989, Spruce City reported the following 
receipts from self-sustaining activities paid for by users 
of the services rendered:
Operation of water supply plant 
Operation of bus system
$5,000,000
900,000
What amount should be accounted for in Spruce’s enter­
prise funds?
a. $0
b. $ 900,000
c. $5,000,000
d. $5,900,000
40. Which one of the following is a valid deduction from 
a decedent’s gross estate?
a. Expenses of administering and settling the estate.
b. State inheritance tax.
c . Income tax paid on income earned and received 
after the decedent’s death.
d. Federal estate tax.
44. Lori Township received a gift of an ambulance having 
a market value of $180,000. What account in the general 
fixed assets account group should be debited for this 
$180,000 gift?
a. None (memorandum entry only).
b. Investment in general fixed assets from gifts.
c. Machinery and equipment.
d. General fu n d assets.
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45. Through an internal service fund, Wood County 
operates a centralized data processing center to provide 
services to Wood’s other governmental units. In 1989, this 
internal service fund billed Wood’s parks and recreation 
fund $75,000 for data processing services. What account 
should Wood’s internal service fund credit to record this 
$75,000 billing to the parks and recreation fund?
a. Operating revenues control.
b. Interfund exchanges.
c. Intergovernmental transfers.
d. Data processing department expenses.
46. The following information pertains to Pine City’s 
general fund for 1989:
Appropriations
Expenditures
Other financing sources
Other financing uses
Revenues
$6,500,000
5,000,000 
1,500,000
2,000,000 
8,000,000
After Pine’s general fund accounts were closed at the end 
of 1989, the fund balance increased by
a. $3,000,000
b. $2,500,000
c. $1,500,000
d. $1,000,000
47. Kew City received a $15,000,000 federal grant to 
finance the construction of a center for rehabilitation of 
drug addicts. The proceeds of this grant should be accounted 
for in the
a. Special revenue funds.
b. General fund.
c. Capital projects funds.
d. Trust funds.
48. Lisa County issued $5,000,000 of general obligation 
bonds at 101 to finance a capital project. The $50,000 
premium was to be used for payment of principal and 
interest. This transaction should be accounted for in the
a. Capital projects funds, debt service funds, and 
the general long-term debt account group.
b. Capital projects funds and debt service funds 
only.
c . Debt service funds and the general long-term debt 
account group only.
d. Debt service funds only.
49. In 1989, a state government collected income taxes 
of $8,000,000 for the benefit of one of its cities that im­
poses an income tax on its residents. The state remitted 
these collections periodically to the city. The state should 
account for the $8,000,000 in the
a. General fund.
b. Agency funds.
c. Internal service funds.
d. Special assessment funds.
50. Harbor City’s appropriations control account at 
December 31, 1989 had a balance of $7,000,000. When 
the budgetary accounts were closed at year-end, this 
$7,000,000 appropriations control balance should have
a. Been debited.
b. Been credited.
c. Remained open.
d. Appeared as a contra account.
51. The following revenues were among those reported 
by Ariba Township in 1989:
Net rental revenue (after depreciation) 
from a parking garage owned by Ariba $ 40,000
Interest earned on investments held for 
employees’ retirement benefits 100,000
Property taxes 6,000,000
What amount of the foregoing revenues should be accounted 
for in Ariba’s governmental-type funds?
a. $6,140,000
b. $6,100,000
c. $6,040,000
d. $6,000,000
52. Cliff Hospital, a voluntary institution, has a pure 
endowment fund, the income from which is required to 
be used for library acquisitions. State law and the donor 
are silent on the accounting treatment for investment gains 
and losses. In 1989, Cliff sold 1,000 shares of stock from 
the endowment fund’s investment portfolio. The carrying 
amount of these securities was $50,000. Net proceeds from 
the sale amounted to $120,000. This transaction should 
be recorded in the endowment fund as a debit to cash for 
$120,000 and as credits to
a . Endowment fund principal, $50,000 and endow­
ment fund revenue, $70,000.
b . Endowment fund principal, $50,000 and due to 
general fund, $70,000.
c. Investments, $50,000 and endowment fund 
balance, $70,000.
d. Investments, $50,000 and endowment fund 
revenue, $70,000.
53. The following financial resources were among those 
received by Seco City during 1989:
For acquisition of major capital 
facilities
To create an expendable trust
$6,000,000
2 ,000,000
With respect to the foregoing resources, what amount 
should be recorded in special revenue funds?
a. $0
b. $2,000,000
c. $6,000,000
d. $8,000,000
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54. The following information pertains to Cobb City:
• 1989 governmental fund revenues that
became measurable and available
in time to be used for payment of
1989 liabilities $16,000,000
• Revenues earned in 1987 and 1988
and included in the $16,000,000
indicated above 2,000,000
• Sales taxes collected by merchants
in 1989 but not required to be
remitted to Cobb until January 1990 3,000,000
For the year ended December 31, 1989, Cobb should 
recognize revenues of
a. $14,000,000
b. $16,000,000
c. $17,000,000
d. $19,000,000
55. Oro County’s expenditures control account at 
December 31, 1989 had a balance of $9,000,000. When 
Oro’s books were closed, this $9,000,000 expenditures 
control balance should have
a. Been debited.
b. Been credited.
c. Remained open.
d. Appeared as a contra account.
56. At December 31, 1989, Alto Township’s commit­
ted appropriations that had not been expended in 1989 
totaled $10,000. These appropriations do not lapse at year- 
end. Alto reports on a calendar-year basis. On its 
December 31, 1989 balance sheet, the $10,000 should be 
reported as
a. Vouchers payable — prior year.
b. Deferred expenditures.
c. Fund balance reserved for encumbrances.
d. Budgetary fund balance — reserved for 
encumbrances.
57. When Rolan County adopted its budget for the year 
ending June 30, 1990, $20,000,000 was recorded for 
estimated revenues control. Actual revenues for the year 
ended June 30, 1990 amounted to $17,000,000. In clos­
ing the budgetary accounts at June 30, 1990,
a. Revenues control should be debited for 
$3,000,000.
b . Estimated revenues control should be debited for 
$3,000,000.
c. Revenues control should be credited for
$20 ,000,000 .
d. Estimated revenues control should be credited 
for $20,000,000.
Items 58 through 60 are based on the following:
United Together, a labor union, had the following receipts 
and expenses for the year ended December 31, 1989:
Receipts:
Per capita dues $680,000
Initiation fees 90,000
Sales of organizational supplies 60,000
Nonexpendable gift restricted by donor 
for loan purposes for 10 years 30,000
Nonexpendable gift restricted by donor 
for loan purposes in perpetuity 25,000
Expenses:
Labor negotiations 500,000
Fund-raising 100,000
Membership development 50,000
Administrative and general 200,000
Additional information:
The union’s constitution provides that 10% of the per capita 
dues are designated for the Strike Insurance Fund to be 
distributed for strike relief at the discretion of the union’s 
executive board.
58. In United Together’s statement of activity for the year 
ended December 3 1 , 1989, what amount should be reported 
under the classification of revenue for both undesignated 
and designated funds?
a. $740,000
b. $762,000
c. $770,000
d. $830,000
59. In United Together’s statement of activity for the year 
ended December 3 1 , 1989, what amount should be reported 
under the classification of program services?
a. $850,000
b. $600,000
c. $550,000
d. $500,000
60. In United Together’s statement of activity for the year 
ended December 3 1 , 1989, what amount should be reported 
under the classification of capital additions?
a. $55,000
b. $30,000
c. $25,000
d. $0
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Number 4 (Estimated tim e----- 45 to 55 minutes) Additional information:
Esa, Inc., a wholesaler, commenced operations on 
January 2, 1989. Esa is an accrual basis, calendar-year 
corporation that made a timely and proper election to be 
treated as an S corporation.
E sa’s income statement for the year ended 
December 3 1 , 1989 is presented below and in the tear-out 
worksheet on page 11.
Sales $500,000
Cost of goods sold 300,000
Gross profit 200,000
Operating expenses •
Compensation of officer $90,000
Uncollectible accounts 7,000
Taxes 25,000
Depreciation 14,000
Contributions 5,000 •
Employee benefit programs 19,000
Amortization of organization •
costs 300
Other 20,700 181,000 •
Operating income 19,000
Net rental revenue 18,000 •
Portfolio revenue
Interest 5,600
Dividends 3,000 •
Short-term capital gain 9,000 17,600
Total income $ 54,600
The officer’s compensation of $90,000 was received 
in 1989 by Carl Loren, Esa’s president and sole 
stockholder.
Esa used the “ reserve’’ method in computing uncollec­
tible accounts expense of $7,000. Actual customers’ 
accounts receivable written off in 1989 because of 
uncollectibility amounted to $1,900.
Included in the $25,000 expense for taxes are $400 
in parking fines incurred while Esa’s trucks were mak­
ing deliveries to customers, and $2,200 in income taxes 
paid to a foreign country where Esa has a sales outlet. 
The depreciation of $14,000 was computed under the 
straight-line method for book purposes. For tax pur­
poses, depreciation was also $14,000, including the 
full $10,000 expense deduction claimed by Esa under 
Section 179.
The contributions of $5,000 were made to recognized 
charitable organizations.
Included in the employee benefit programs of $19,000 
are Loren’s medical expenses amounting to $6,000. 
Esa’s organization costs of $1,500 are being amortized 
over a period of 60 months.
Included in the other operating expenses of $20,700 
is insurance expense of $8,000 in connection with 
establishment of a reserve for self-insurance.
The interest revenue of $5,600 was earned on U.S. 
Government obligations.
The dividends of $3,000 were received from unrelated 
taxable domestic corporations.
• The short-term capital gain of $9,000 was realized on 
the sale of an investment in an unrelated taxable 
domestic corporation.
• Esa’s only payment to Loren during 1989 was Loren’s 
salary of $90,000. No other distributions were made.
Required: Detach the tear-out worksheet on page 26.
a. Complete the tear-out worksheet to convert Esa’s 
book amounts to Esa’s tax return amounts and Loren’s 
Schedule K-1 amounts for the year ended December 31, 
1989.
b. State the due date for the filing of Esa’s 1989 S 
Corporation Income Tax Return.
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Number 4 (Tear-out Worksheet) 
November 1990
Candidate’s No. 
State__________
Question No. 4 Page
a. Esa, Inc.
WORKSHEET TO CONVERT 
BOOK AMOUNTS TO TAX RETURN AMOUNTS
For the Year Ended December 31, 1989
Per books Adjustments
S Corporation 
tax return Schedule K-1
Income
Sales 500,000
Cost of goods sold 300,000
Gross profit 200,000
Deductions
Compensation of officer 90,000
Uncollectible accounts 7,000
Taxes 25,000
Depreciation 14,000
Contributions 5,000
Employee benefit programs 19,000
Amortization of organization costs 300
Other 20,700
Total deductions 181,000
Operating income 19,000
Net rental revenue 18,000
Portfolio revenue
Interest 5,600
Dividends 3,000
Short-term capital gain 9,000
Total income 54,600
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Lond Co. produces joint products Jana and Reta, 
together with byproduct Bynd. Jana is sold at split-off, 
whereas Reta and Bynd undergo additional processing. 
Production data pertaining to these products for the year 
ended December 31, 1989 were as follows:
Number 5 (Estimated tim e-----40 to 50 minutes)
Jana Reta Bynd Total
Joint costs 
Variable 
Fixed
$ 88,000 
148,000
Separable costs 
Variable 
Fixed
$120,000
90,000
$3,000
2,000
123,000
92,000
Production in 
pounds 50,000 40,000 10,000 100,000
Sales price per 
pound $4.00 $7.50 $1.10
There were no beginning or ending inventories. No 
materials are spoiled in production. Variable costs change 
in direct proportion to production volume. Bynd’s net 
realizable value is deducted from joint costs. Joint costs 
are allocated to joint products to achieve the same gross 
margin percentage for each joint product.
Although 1989 performance could be repeated for 
1990, Lond is considering possible operation of the plant 
at full capacity of 120,000 pounds. The relative propor­
tions of each product’s output with respect to cost behavior 
and production increases would be unchanged. Market 
surveys indicate that prices of Jana and Bynd would have 
to be reduced to $3.40 and $0.90, respectively. Reta’s ex­
pected price decline cannot be determined.
Required:
a. Prepare the following schedules for Lond Co. for 
the year ended December 31, 1989:
1. Total gross margin.
2. Allocation of joint costs to Jana and Reta.
3. Separate gross margins for Jana and Reta.
b. Compute Lond’s breakeven point in pounds for 
the year ended December 31, 1989.
c. Prepare the following schedules for Lond Co. for 
the year ending December 31, 1990:
1. Projected production in pounds for each product 
at fu l l capacity.
2. Differential revenues (excluding Reta).
3. Differential costs.
4. Sales price required per pound of Reta in order 
for Lond to achieve the same gross margin as 
that for 1989.
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Value Minimum Maximum
60 90 110
10 15 25
10 15 25
10 15 25
10 15 25
100 150 210
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the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your 
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up. The objective portion of your 
examination will not be graded if you fail to record 
your answers on the objective answer sheet.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language may be 
considered by the examiners.
4. Write your 7-digit candidate number in the space pro­
vided at the upper right hand comer of this page.
5. You must hand in your examination booklet and 
answer papers before leaving the examination room. 
Your examination will not be graded unless your 
examination booklet and answer papers are handed in.
6. If you want your examination booklet mailed to you, 
write your name and address in the space provided 
on the back cover page and place 45 cents postage in 
the space provided, unless otherwise instructed. 
Examination booklets will be distributed no sooner 
than the day following the administration of this 
examination.
Prepared by the Board o f Examiners o f the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet to 
indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
2. King, CPA, was engaged to audit the financial 
statements of Newton Company after its fiscal year had 
ended. King neither observed the inventory count nor 
confirmed the receivables by direct communication with 
debtors, but was satisfied concerning both after applying 
alternative procedures. King’s auditor’s report most likely 
contained a(an)
a. Qualified opinion.
b. Disclaimer of opinion.
c. Unqualified opinion.
d. Unqualified opinion with an explanatory 
paragraph.
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all property and equipment acquired 
during the year.
b. Charge fair fees based on cost.
c. Exercise due professional care in the perfor­
mance of the audit.
d. Count client petty cash funds.
Answer Sheet
3. In which of the following circumstances would an 
auditor be most likely to express an adverse opinion?
a. Information comes to the auditor’s attention that 
raises substantial doubt about the entity’s ability 
to continue as a going concern.
b. The chief executive officer refuses the auditor 
access to minutes of board of directors’ meetings.
c. Tests of controls show that the entity’s internal 
control structure is so poor that it cannot be relied 
upon.
d. The financial statements are not in conformity 
with the FASB Statements regarding the 
capitalization of leases.
96.  
1. Baker, CPA, was engaged to review the financial 
statements of Hall Company, a nonpublic entity. Evidence 
came to Baker’s attention that indicated substantial doubt 
as to Hall’s ability to continue as a going concern. The prin­
cipal conditions and events that caused the substantial doubt 
have been fully disclosed in the notes to Hall’s financial 
statements. Which of the following statements best 
describes Baker’s reporting responsibility concerning this 
matter?
Baker is not required to modify the accountant’s 
review report.
Baker is not permitted to modify the accountant’s 
review report.
Baker should issue an accountant’s compilation 
report instead of a review report.
Baker should express a qualified opinion in the 
accountant’s review report.
a.
b.
4. It is not appropriate to refer a reader of an auditor’s 
report to a financial statement footnote for details 
concerning
a. Subsequent events.
b. The pro forma effects of a business combi­
nation.
c. Sale of a discontinued operation.
d. The results of confirmation of receivables.
5. Tech Company has disclosed an uncertainty due to 
pending litigation. The auditor’s decision to issue a qualified 
opinion rather than an unqualified opinion with an 
explanatory paragraph most likely would be determined by 
the
a. Lack of sufficient evidence.
b. Inability to estimate the amount of loss.
c . Entity’s lack of experience with such litigation.
d. Lack of insurance coverage for possible losses 
from such litigation.
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6. In which of the following situations would an auditor 
ordinarily issue an unqualified audit opinion without an 
explanatory paragraph?
a. The auditor wishes to emphasize that the entity 
had significant related party transactions.
b. The auditor decides to make reference to the 
report of another auditor as a basis, in part, for 
the auditor’s opinion.
c. The entity issues financial statements that pre­
sent financial position and results of operations, 
but omits the statement of cash flows.
d. The auditor has substantial doubt about the 
entity’s ability to continue as a going concern, 
but the circumstances are fully disclosed in the 
financial statements.
7. The fourth standard of reporting requires the auditor’s 
report to contain either an expression of opinion regard­
ing the financial statements taken as a whole or an asser­
tion to the effect that an opinion cannot be expressed. The 
objective of the fourth standard is to prevent
a. Misinterpretations regarding the degree of 
responsibility the auditor is assuming.
b . An auditor from reporting on one basic financial 
statement and not the others.
c . An auditor from expressing different opinions on 
each of the basic financial statements.
d. Restrictions on the scope of the examination, 
whether imposed by the client, or by the inability 
to obtain evidence.
8. When there has been a change in accounting principle 
that materially affects the comparability of the comparative 
financial statements presented and the auditor concurs with 
the change, the auditor should
a.
b.
c.
d.
Concur 
explicitly with 
the change
No
Yes
Yes
No
Issue an 
“except fo r " 
qualified 
opinion
No
No
Yes
Yes
Refer to the 
change in an 
explanatory 
paragraph
Yes
Yes
No
No
9. Accepting an engagement to compile a financial pro­
jection for a publicly held company most likely would be 
inappropriate if the projection were to be distributed to
a. A bank with which the entity is negotiating for 
a loan.
b . A labor union with which the entity is negotiating 
a contract.
c . The principal stockholder, to the exclusion of the 
other stockholders.
d. All stockholders of record as of the report date.
10. Comparative financial statements include the prior 
year’s statements that were audited by a predecessor auditor 
whose report is not presented. If the predecessor’s report 
was unqualified, the successor should
a. Express an opinion on the current year’s 
statements alone and make no reference to the 
prior year’s statements.
Indicate in the auditor’s report that the 
predecessor auditor expressed an unqualified 
opinion.
Obtain a letter of representations from the 
predecessor concerning any matters that might 
affect the successor’s opinion.
Request the predecessor auditor to reissue the 
prior year’s report.
b.
c.
11. When reporting on comparative financial statements, 
which of the following circumstances ordinarily should 
cause the auditor to change the previously issued opinion 
on the prior year’s financial statements?
a. The prior year’s financial statements are restated 
following a pooling of interests in the current 
year.
A departure from generally accepted accounting 
principles caused an adverse opinion on the prior 
year’s financial statements and those statements 
have been properly restated.
A change in accounting principle caused the 
auditor to make a consistency modification in the 
current year’s auditor’s report.
A scope limitation caused a qualified opinion on 
the prior year’s financial statements but the cur­
rent year’s opinion was properly unqualified.
b.
c.
12. Eagle Company’s financial statements contain a 
departure from generally accepted accounting principles 
because, due to unusual circumstances, the statements 
would otherwise be misleading. The auditor should express 
an opinion that is
a . Unqualified but not mention the departure in the 
auditor’s report.
b. Unqualified and describe the departure in a 
separate paragraph.
c . Qualified and describe the departure in a separate 
paragraph.
d . Qualified or adverse, depending on materiality, 
and describe the departure in a separate 
paragraph.
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13. An auditor’s report on financial statements prepared 
in accordance with an other comprehensive basis of 
accounting should include all of the following except
a. An opinion as to whether the basis of account­
ing used is appropriate under the circumstances.
b . An opinion as to whether the financial statements 
are presented fairly in conformity with the other 
comprehensive basis of accounting.
c . Reference to the note to the financial statements 
that describes the basis of presentation.
d. A statement that the basis of presentation is a 
comprehensive basis of accounting other than 
generally accepted accounting principles.
14. Tread Corp. accounts for the effect of a material 
accounting change prospectively when the inclusion of the 
cumulative effect of the change is required in the current 
year. The auditor would choose between expressing a(an)
a. Qualified opinion or a disclaimer of opinion.
b . Disclaimer of opinion or an unqualified opinion 
with an explanatory paragraph.
c. Unqualified opinion with an explanatory 
paragraph and an adverse opinion.
d. Adverse opinion and a qualified opinion.
15. An annual shareholders’ report includes audited finan­
cial statements and contains a management report assert­
ing that the financial statements are the responsibility of 
management. Is it permissible for the auditor’s report to 
refer to the management report?
a. No, because the reference may lead to the belief 
that the auditor is providing assurances about 
management’s representations.
b . No, because the auditor has no responsibility to 
read the other information in a document contain­
ing audited financial statements.
c. Yes, provided the reference is included in a 
separate explanatory paragraph of the auditor’s 
report.
d. Yes, provided the auditor reads the management 
report and discovers no material misrepresenta­
tion of fact.
16. The third standard of field work states that sufficient 
competent evidential matter is to be obtained through 
inspection, observation, inquiries, and confirmations to 
afford a reasonable basis for an opinion regarding the finan­
cial statements under audit. The substantive evidential mat­
ter required by this standard may be obtained, in part, 
through
a. Flowcharting the internal control structure.
b. Proper planning of the audit engagement.
c. Analytical procedures.
d. Auditor working papers.
17. In testing the existence assertion for an asset, an 
auditor ordinarily works from the
a. Financial statements to the potentially unrecorded 
items.
b. Potentially unrecorded items to the financial 
statements.
c . Accounting records to the supporting evidence.
d. Supporting evidence to the accounting records.
18. In an audit of inventories, an auditor would least likely 
verify that
a. All inventory owned by the client is on hand at 
the time of the count.
b. The client has used proper inventory pricing.
c. The financial statement presentation of inven­
tories is appropriate.
d. Damaged goods and obsolete items have been 
properly accounted for.
19. The scope of an audit is not restricted when an 
attorney’s response to an auditor as a result of a client’s letter 
of audit inquiry limits the response to
a . Matters to which the attorney has given substan­
tive attention in the form of legal representation.
b . An evaluation of the likelihood of an unfavorable 
outcome of the matters disclosed by the entity.
c . The attorney’s opinion of the entity’s historical 
experience in recent similar litigation.
d. The probable outcome of asserted claims and 
pending or threatened litigation.
20. Which of the following statements ordinarily is 
included among the written client representations obtained 
by the auditor?
a. Management acknowledges that there are no 
material weaknesses in the internal control 
structure.
b. Sufficient evidential matter has been made 
available to permit the issuance of an unqualified 
opinion.
c. Compensating balances and other arrange­
ments involving restrictions on cash balances 
have been disclosed.
d. Management acknowledges responsibility for 
illegal actions committed by employees.
21. Two assertions for which confirmation of accounts 
receivable balances provides primary evidence are
a. Completeness and valuation.
b. Valuation and rights and obligations.
c. Rights and obligations and existence.
d. Existence and completeness.
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22. For all audits of financial statements made in accor­
dance with generally accepted auditing standards, the use 
of analytical procedures is required to some extent
In the As a In the
planning substantive review
stage test stage
a. Yes No Yes
b. No Yes No
c. No Yes Yes
d. Yes No No
23. Auditors try to identify predictable relationships when 
using analytical procedures. Relationships involving trans­
actions from which of the following accounts most likely 
would yield the highest level of evidence?
a. Accounts payable.
b. Advertising expense.
c. Accounts receivable.
d. Payroll expense.
24. Which of the following procedures is least likely to 
be performed before the balance sheet date?
a. Testing of internal control over cash.
b. Confirmation of receivables.
c. Search for unrecorded liabilities.
d. Observation of inventory.
25. An auditor ordinarily sends a standard confirmation 
request to all banks with which the client has done business 
during the year under audit, regardless of the year-end 
balance. A purpose of this procedure is to
a . Provide the data necessary to prepare a proof of 
cash.
b. Request a cutoff bank statement and related 
checks be sent to the auditor.
c. Detect kiting activities that may otherwise not 
be discovered.
d . Seek information about contingent liabilities and 
security agreements.
26. When auditing prepaid insurance, an auditor discovers 
that the original insurance policy on plant equipment is not 
available for inspection. The policy’s absence most likely 
indicates the possibility of a(an)
a. Insurance premium due but not recorded.
b. Deficiency in the coinsurance provision.
c. Lien on the plant equipment.
d. Understatement of insurance expense.
27. The primary evidence regarding year-end bank 
balances is documented in the
a. Standard bank confirmations.
b. Bank reconciliations.
c. Interbank transfer schedule.
d. Bank deposit lead schedule.
28. When an auditor tests a computerized accounting 
system, which of the following is true of the test data 
approach?
a. Test data must consist of all possible valid and 
invalid conditions.
b . The program tested is different from the program 
used throughout the year by the client.
c . Several transactions of each type must be tested.
d. Test data are processed by the client’s computer 
programs under the auditor’s control.
29. A primary advantage of using generalized audit soft­
ware packages to audit the financial statements of a client 
that uses an EDP system is that the auditor may
a. Consider increasing the use of substantive tests 
of transactions in place of analytical procedures.
b. Substantiate the accuracy of data through self­
checking digits and hash totals.
c. Reduce the level of required tests of controls to 
a relatively small amount.
d. Access information stored on computer files 
while having a limited understanding of the 
client’s hardware and software features.
30. Stratified mean per unit (MPU) sampling is a statistical 
technique that may be more efficient than unstratified MPU 
because it usually
a. May be applied to populations where many 
monetary errors are expected to occur.
b. Produces an estimate having a desired level of 
precision with a smaller sample size.
c . Increases the variability among items in a stratum 
by grouping sampling units with similar 
characteristics.
d. Yields a weighted sum of the strata standard 
deviations that is greater than the standard devia­
tion of the population.
31. An advantage of statistical sampling over 
nonstatistical sampling is that statistical sampling helps an 
auditor to
a. Eliminate the risk of nonsampling errors.
b . Reduce the level of audit risk and materiality to 
a relatively low amount.
c . Measure the sufficiency of the evidential matter 
obtained.
d. Minimize the failure to detect errors and 
irregularities.
32. Which of the following events most likely indicates 
the existence of related parties?
a . Borrowing a large sum of money at a variable rate 
of interest.
b. Selling real estate at a price that differs 
significantly from its book value.
c . Making a loan without scheduled terms for repay­
ment of the funds.
d. Discussing merger terms with a company that is 
a major competitor.
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33. Which of the following procedures would an auditor 
ordinarily perform during the review of subsequent events?
a. Review the cut-off bank statements for the period 
after the year-end.
b. Inquire of the client’s legal counsel concerning 
litigation.
Investigate reportable conditions previously com­
municated to the client.
Analyze related party transactions to discover 
possible irregularities.
c.
d.
37. An accountant who is not independent of a client is 
precluded from issuing a
a. Report on management advisory services.
b. Compilation report on historical financial 
statements.
c. Compilation report on prospective financial 
statements.
d. Special report on compliance with contractual 
agreements.
34. Because of the pervasive effects of laws and regula­
tions on the financial statements of governmental units, an 
auditor should obtain written management representations 
acknowledging that management has
a. Implemented internal control policies and pro­
cedures designed to detect all illegal acts.
b. Documented the procedures performed to 
evaluate the governmental unit’s compliance with 
laws and regulations.
c . Identified and disclosed all laws and regulations 
that have a direct and material effect on its finan­
cial statements.
d. Reported all known illegal acts and material 
weaknesses in internal control structure to the 
funding agency or regulatory body.
35. Six months after issuing an unqualified opinion on 
audited financial statements, an auditor d iscovert that the 
engagement personnel failed to confirm several of the 
client’s material accounts receivable balances. The auditor 
should first
a . Request the permission of the client to undertake 
the confirmation of accounts receivable.
b. Perform alternative procedures to provide a 
satisfactory basis for the unqualified opinion.
c . Assess the importance of the omitted procedures 
to the auditor’s ability to support the previously 
expressed opinion.
d . Inquire whether there are persons currently rely­
ing, or likely to rely, on the unqualified opinion.
38. Which of the following circumstances is most likely 
to cause an auditor to consider whether a material misstate­
ment exists?
a. Transactions selected for testing are not sup­
ported by proper documentation.
b. The turnover of senior accounting personnel is 
exceptionally low.
c. Management places little emphasis on meeting 
earnings projections.
d . Operating and financing decisions are dominated 
by several persons.
39. Which of the following standards requires a critical 
review of the work done and the judgment exercised by 
those assisting in an audit at every level of supervision?
a. Proficiency.
b. Audit risk.
c. Inspection.
d. Due care.
40. The authoritative body designated to promulgate stan­
dards concerning an accountant’s association with unaudited 
financial statements of an entity that is not required to file 
financial statements with an agency regulating the issuance 
of the entity’s securities is the
a. Financial Accounting Standards Board.
b. General Accounting Office.
c. Accounting and Review Services Committee.
d. Auditing Standards Board.
36. A CPA firm evaluates its personnel advancement 
experience to ascertain whether individuals meeting stated 
criteria are assigned increased degrees of responsibility. 
This is evidence of the firm’s adherence to which of the 
following prescribed standards
a. Quality control.
b. Human resources.
c. Supervision and review.
d. Professional development.
41. The objective of tests of details of transactions per­
formed as tests of controls is to
a. Detect material misstatements in the account 
balances of the financial statements.
b. Evaluate whether an internal control structure 
policy or procedure operated effectively.
c. Determine the nature, timing, and extent of 
substantive tests for financial statement 
assertions.
d. Reduce control risk, inherent risk, and detection 
risk to an acceptibly low level.
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42. An auditor uses the knowledge provided by the 
understanding of the internal control structure and the final 
assessed level of control risk primarily to determine the 
nature, timing, and extent of the
a. Attribute tests.
b. Compliance tests.
c. Tests of controls.
d. Substantive tests.
43. An auditor’s primary consideration regarding an 
entity’s internal control structure policies and procedures 
is whether they
a. Prevent management override.
b. Relate to the control environment.
c . Reflect management’s philosophy and operating 
style.
d. Affect the financial statement assertions.
44. In planning an audit of certain accounts, an auditor 
may conclude that specific procedures used to obtain an 
understanding of an entity’s internal control structure need 
not be included because of the auditor’s judgments about 
materiality and assessments of
a. Control risk.
b. Detection risk.
c. Sampling risk.
d. Inherent risk.
47. When control risk is assessed at the maximum level 
for all financial statement assertions, an auditor should 
document the auditor’s
Understanding Conclusion Basis for
o f  the entity’s that control concluding
internal control risk is at the that control
structure maximum risk is at the
elements level maximum level
a. Yes No No
b. Yes Yes No
c. No Yes Yes
d. Yes Yes Yes
48. The most likely result of ineffective internal control 
policies and procedures in the revenue cycle is that
a . Irregularities in recording transactions in the sub­
sidiary accounts could result in a delay in goods 
shipped.
b. Omission of shipping documents could go 
undetected, causing an understatement of 
inventory.
Final authorization of credit memos by person­
nel in the sales department could permit an 
employee defalcation scheme.
Fictitious transactions could be recorded, causing 
an understatement of revenues and overstatement 
of receivables.
c.
d.
45. To obtain evidential matter about control risk, an 
auditor ordinarily selects tests from a variety of techniques, 
including
a. Analysis.
b. Confirmation.
c. Reperformance.
d. Comparison.
46. During consideration of the internal control structure 
in a financial statement audit, an auditor is not obligated to
a . Search for significant deficiencies in the opera­
tion of the internal control structure.
b . Understand the internal control environment and 
the accounting system.
c. Determine whether the control procedures rele­
vant to audit planning have been placed in 
operation.
d . Perform procedures to understand the design of 
the internal control structure policies.
49. Proper authorization procedures in the revenue cycle 
usually provide for the approval of bad debt write-offs by 
an employee in which of the following departments?
a. Treasurer.
b. Sales.
c. Billing.
d. Accounts receivable.
50. An auditor wishes to perform tests of controls on a 
client’s cash disbursements procedures. If the control pro­
cedures leave no audit trail of documentary evidence, the 
auditor most likely will test the procedures by
a. Inquiry and analytical procedures.
b. Confirmation and observation.
c. Observation and inquiry.
d. Analytical procedures and confirmation.
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51. Which of the following controls would be most 
effective in assuring that recorded purchases are free of 
material errors?
a . The receiving department compares the quantity 
ordered on purchase orders with the quantity 
received on receiving reports.
b. Vendors’ invoices are compared with purchase 
orders by an employee who is independent of the 
receiving department.
c . Receiving reports require the signature of the in­
dividual who authorized the purchase.
d . Purchase orders, receiving reports, and vendors’ 
invoices are independently matched in preparing 
vouchers.
52. The objectives of the internal control structure for a 
production cycle are to provide assurance that transactions 
are properly executed and recorded, and that
a. Independent internal verification of activity 
reports is established.
b. Transfers to finished goods are documented by 
a completed production report and a quality con­
trol report.
c. Production orders are prenumbered and signed 
by a supervisor.
d . Custody of work in process and of finished goods 
is properly maintained.
53. Effective internal control procedures over the payroll 
function may include
a. Reconciliation of totals on job time tickets with 
job reports by employees responsible for those 
specific jobs.
b . Verification of agreement of job time tickets with 
employee clock card hours by a payroll depart­
ment employee.
c. Preparation of payroll transaction journal entries 
by an employee who reports to the supervisor of 
the personnel department,
d. Custody of rate authorization records by the 
supervisor of the payroll department.
54. Which of the following controls would be most 
effective in assuring that the proper custody of assets in the 
investing cycle is maintained.
a. Direct access to securities in the safety deposit 
box is limited to only one corporate officer.
b . Personnel who post investment transactions to the 
general ledger are not permitted to update the in­
vestment subsidiary ledger.
c. The purchase and sale of investments are 
executed on the specific authorization of the 
board of directors.
d. The recorded balances in the investment sub­
sidiary ledger are periodically compared with the 
contents of the safety deposit box by independent 
personnel.
55. Which of the following statements concerning 
material weaknesses and reportable conditions is correct?
a. An auditor should identify and communicate 
material weaknesses separately from reportable 
conditions.
b. All material weaknesses are reportable 
conditions.
c. An auditor should report immediately material 
weaknesses and reportable conditions discovered 
during an audit.
d. All reportable conditions are material 
weaknesses.
56. An accountant’s report expressing an unqualified 
opinion on an entity’s system of internal accounting con­
trol should state that the
a. Engagement is different in purpose and scope 
from obtaining an understanding of the internal 
control structure and assessing control risk as part 
of an audit.
b. Accountant’s opinion does not necessarily 
increase the reliability of the entity’s financial 
statements unless they are audited.
c . System taken as a whole is sufficient to meet the 
broad objectives pertaining to preventing or 
detecting material errors or irregularities.
d. Accountant did not apply procedures in the 
engagement that duplicate those procedures 
previously applied in assessing control risk as part 
of an audit.
57. Cain Company’s management engaged Bell, CPA, 
to express an opinion on Cain’s system of internal 
accounting control. Bell’s report described several material 
weaknesses and potential errors and irregularities that could 
occur. Subsequently, management included Bell’s report 
in its annual report to the Board of Directors with a state­
ment that the cost of correcting the weaknesses would 
exceed the benefits. Bell should
a . Not express an opinion as to management’s cost- 
benefit statement.
b. Advise the Board that Bell either agrees or 
disagrees with management’s statement.
c. Advise management that Bell’s report was 
restricted for use only by management.
d . Advise both management and the Board that Bell 
was withdrawing the opinion.
58. To determine the sample size for a test of controls, 
an auditor should consider the tolerable deviation rate, the 
allowable risk of assessing control risk too low, and the
a. Expected deviation rate.
b. Upper precision limit.
c. Risk of incorrect acceptance.
d. Risk of incorrect rejection.
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Items 59 and 60 are based on the following:
An auditor desired to test credit approval on 10,000 sales 
invoices processed during the year. The auditor designed 
a statistical sample that would provide 1 % risk of assess­
ing control risk too low (99% confidence) that not more 
than 7% of the sales invoices lacked approval. The auditor 
estimated from previous experience that about 2½ % of the 
sales invoices lacked approval. A sample of 200 invoices 
was examined and 7 of them were lacking approval. The 
auditor then determined the achieved upper precision limit 
to be 8%.
59. In the evaluation of this sample, the auditor decided 
to increase the level of the preliminary assessment of con­
trol risk because the
a. Tolerable rate (7%) was less than the achieved 
upper precision limit (8%).
b . Expected deviation rate (7%) was more than the 
percentage of errors in the sample (3½ %).
c. Achieved upper precision limit (8%) was more 
than the percentage of errors in the sample
(3½%).
d. Expected deviation rate (2½ %) was less than the 
tolerable rate (7%).
60. The allowance for sampling risk was
a. 5 ½ %
b. 4 ½ %
c. 3 ½ %
d. 1 %
Dodd, CPA, audited Adams Company’s financial 
statements for the year ended December 31, 1989. On 
November 1, 1990, Adams notified Dodd that it was 
changing auditors and that Dodd’s services were being 
terminated. On November 5, 1990, Adams invited Hall, 
CPA, to make a proposal for an engagement to audit its 
financial statements for the year ended December 3 1 , 1990.
Required:
a. What procedures concerning Dodd should Hall 
perform before accepting the engagement?
b. What additional procedures should Hall consider 
performing during the planning phase of this audit (after 
acceptance of the engagement) that would not be performed 
during the audit of a continuing client?
Number 2 (Estimated tim e----- 15 to 25 minutes)
Number 3 (Estimated tim e----- 15 to 25 minutes)
An auditor is required to obtain a sufficient understand­
ing of each of the elements of an entity’s internal control 
structure to plan the audit of the entity’s financial statements 
and to assess control risk for the assertions embodied in the 
account balance, transaction class, and disclosure com­
ponents of the financial statements.
Required:
a. Identify the elements of an entity’s internal con­
trol structure.
b. For what purposes should an auditor’s understand­
ing of the internal control structure elements be used in plan­
ning an audit?
c. Explain the reasons why an auditor may assess con­
trol risk at the maximum level for one or more assertions 
embodied in an account balance.
d. What must an auditor do to support assessing con­
trol risk at less than the maximum level when the auditor 
has determined that controls have been placed in operation?
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Kane, CPA, is auditing Star Wholesaling Company’s 
financial statements and is about to perform substantive 
audit procedures on Star’s trade accounts payable balances. 
After obtaining an understanding of Star’s internal control 
structure for accounts payable, Kane assessed control risk 
at near the maximum. Kane requested and received from 
Star a schedule of the trade accounts payable prepared us­
ing the trade accounts payable subsidiary ledger (voucher 
register).
Required:
Describe the substantive audit procedures Kane should 
apply to Star’s trade accounts payable balances. Do not 
include procedures that would be applied only in the audit 
of related party payables, amounts withheld from 
employees, and accrued expenses such as pensions and 
interest.
Number 4 (Estimated tim e----- 15 to 25 minutes)
The following report was drafted on October 2 5 , 1990, 
by Major, CPA, at the completion of the engagement to 
compile the financial statements of Ajax Company for the 
year ended September 3 0 , 1990. Ajax is a nonpublic entity 
in which Major’s child has a material direct financial 
interest. Ajax decided to omit substantially all of the 
disclosures required by generally accepted accounting 
principles because the financial statements will be for 
management’s use only. The statement of cash flows was 
also omitted because management does not believe it to be 
a useful financial statement.
To the Board of Directors of Ajax Company:
I have compiled the accompanying financial state­
ments of Ajax Company as of September 3 0 , 1990, and for 
the year then ended. I planned and performed the compila­
tion to obtain limited assurance about whether the finan­
cial statements are free of material misstatements.
A compilation is limited to presenting information in 
the form of financial statements. It is substantially less in 
scope than an audit in accordance with generally accepted 
auditing standards, the objective of which is the expression 
of an opinion regarding the financial statements taken as 
a whole. I have not audited the accompanying financial 
statements and, accordingly, do not express any opinion 
on them.
Management has elected to omit substantially all of the 
disclosures required by generally accepted accounting prin­
ciples. If the omitted disclosures were included in the finan­
cial statements, they might influence the user’s conclusions 
about the Company’s financial position, results of opera­
tions, and changes in financial position.
I am not independent with respect to Ajax Company. 
This lack of independence is due to my child’s ownership 
of a material direct financial interest in Ajax Company.
This report is intended solely for the information and 
use of the Board of Directors and management of Ajax 
Company and should not be used for any other purpose.
Major, CPA
Required:
Identify the deficiencies contained in Major’s report 
on the compiled financial statements. Group the deficien­
cies by paragraph where applicable. Do not redraft the 
report.
Number 5 (Estimated time —— 15 to 25 minutes)
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Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet to 
indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
98. The text of the letter from Bridge Builders, Inc. to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel 
pipe at today’s quoted price for delivery two 
months from today. Your acceptance must be 
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
Number 1 (Estimated tim e----- 110 to 130 minutes)
98.  
3. Mell Corp. engaged Davis & Co., CPAs, to audit 
Mell’s financial statements. Mell’s management informed 
Davis it suspected that the accounts receivable were 
materially overstated. Although the financial statements did 
include a materially overstated accounts receivable balance, 
Davis issued an unqualified opinion. Mell relied on the 
financial statements in deciding to obtain a loan from County 
Bank to expand its operations. County relied on the finan­
cial statements in making the loan to Mell. As a result of 
the overstated accounts receivable balance, Mell has 
defaulted on the loan and has incurred a substantial loss.
If County sues Davis for fraud, must Davis furnish 
County with the audit working papers?
a. Yes, if the working papers are lawfully sub­
poenaed into court.
b. Yes, provided that Mell does not object.
c. No, because of the privileged communication 
rule, which is recognized in a majority of 
jurisdictions.
d. No, because County was not in privity of con­
tract with Davis.
4. In a common law action against an accountant, lack 
of privity is a viable defense if the plaintiff
a . Can prove the presence of gross negligence which 
amounts to a reckless disregard for the truth.
b. Bases the action upon fraud.
c. Is the client’s creditor who sues the accountant 
for negligence.
d. Is the accountant’s client.
1. A CPA firm issues an unqualified opinion on finan­
cial statements not prepared in accordance with GAAP. The 
CPA firm will have acted with scienter in all the following 
circumstances except where the firm
a. Intentionally disregards the truth.
b. Has actual knowledge of fraud.
c. Negligently performs auditing procedures.
d . Intends to gain monetarily by concealing fraud.
A CPA owes a duty to
a. Provide for a successor CPA in the event death 
or disability prevents completion of an audit.
b . Advise a client of errors contained in a previously 
filed tax return.
c. Disclose client fraud to third parties.
d. Perform an audit according to GAAP so that 
fraud will be uncovered.
5. Mix and Associates, CPAs, issued an unqualified 
opinion on the financial statements of Glass Corp. for the 
year ended December 3 1 , 1989. It was determined later that 
Glass’ treasurer had embezzled $300,000 from Glass during 
1989. Glass sued Mix because of Mix’s failure to discover 
the embezzlement. Mix was unaware of the embezzlement. 
Which of the following is Mix’s best defense?
a. The audit was performed in accordance with 
GAAS.
b. The treasurer was Glass’ agent and, therefore, 
Glass was responsible for preventing the 
embezzlement.
c . The financial statements were presented in con­
formity with GAAP.
d. Mix had no actual knowledge of the 
embezzlement.
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6. Holly Corp. engaged Yost & Co., CPAs, to audit the 
financial statements to be included in a registration state­
ment Holly was required to file under the provisions of the 
Securities Act of 1933. Yost failed to exercise due diligence 
and did not discover the omission of a fact material to the 
statements. A purchaser of Holly’s securities may recover 
from Yost under Section 11 of the Securities Act of 1933 
only if the purchaser
a. Brings a civil action within one year of the 
discovery of the omission and within three years 
of the offering date.
b . Proves that the registration statement was relied 
on to make the purchase.
c. Proves that Yost was negligent.
d. Establishes privity of contract with Yost.
9. Locke, CPA, was engaged to perform an audit for 
Vorst Co. During the audit, Locke discovered that Vorst’s 
inventory contained stolen goods. Vorst was indicted and 
Locke was validly subpoenaed to testify at the criminal trial. 
Vorst has claimed accountant-client privilege to prevent 
Locke from testifying. Locke may be compelled to testify
a. Only with Vorst’s consent.
b. In any federal court located in the 50 states.
c. In any state court.
d . Only about the nature of the work performed in 
the audit.
Items 7 and 8 are based on the following:
Petty Corp. made a public offering subject to the Securities 
Act of 1933. In connection with the offering. Ward & Co., 
CPAs, rendered an unqualified opinion on Petty’s finan­
cial statements included in the SEC registration statement. 
Huff purchased 500 of the offered shares. Huff has brought 
an action against Ward under Section 11 of the Securities 
Act of 1933 for losses resulting from misstatements of facts 
in the financial statements included in the registration 
statement.
7. To succeed, Huff must prove that
a. Ward performed the audit negligently.
b. The misstatements were material.
c. Ward rendered its opinion with knowledge of 
material misstatements.
d . Huff relied on the financial statements included 
in the registration statement.
10. A CPA partnership may, without being lawfully sub­
poenaed or without the client’s consent, make client 
workpapers available to
a . An individual purchasing the entire partnership.
b. The IRS.
c. The SEC.
d. Any surviving partner(s) on the death of a 
partner.
11. Which of the following is not necessary to create an 
express partnership?
a. Execution of a written partnership agreement.
b . Agreement to share ownership of the partnership.
c. Intention to conduct a business for profit.
d. Intention to create a relationship recognized as 
a partnership.
8. Ward’s weakest defense would be that
a. Huff knew of the misstatements when Huff 
purchased the stock.
b. H uff’s losses were not caused by the 
misstatements.
c. Ward was not in privity of contract with Huff.
d. Ward conducted the audit in accordance with 
GAAS.
12. Eller, Fort, and Owens do business as Venture 
Associates, a general partnership. Trent Corp. brought a 
breach of contract suit against Venture and Eller 
individually. Trent won the suit and filed a judgment against 
both Venture and Eller. Trent will generally be able to col­
lect the judgment from
a. Partnership assets only.
b. The personal assets of Eller, Fort, and Owens 
only.
c. Eller’s personal assets only after partnership 
assets are exhausted.
d. Eller’s personal assets only.
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13. Acorn and Bean were general partners in a farm 
machinery business. Acorn contracted, on behalf of the 
partnership, to purchase 10 tractors from Cobb Corp. 
Unknown to Cobb, Acorn was not authorized by the part­
nership agreement to make such contracts. Bean refu sed 
to allow the partnership to accept delivery of the tractors 
and Cobb sought to enforce the contract. Cobb will
a. Lose because Acorn’s action was beyond the 
scope of Acorn’s implied authority.
b . Prevail because Acorn had implied authority to 
bind the partnership.
c . Prevail because Acorn had apparent authority to 
bind the partnership.
d. Lose because Acorn’s express authority was 
restricted, in writing, by the partnership 
agreement.
14. Lewis, Clark, and Beal entered into a written agree­
ment to form a partnership. The agreement required that 
the partners make the following capital contributions: 
Lewis, $40,000; Clark, $30,000; and Beal, $10,000. It was 
also agreed that in the event the partnership experienced 
losses in excess of available capital, Beal would contribute 
additional capital to the extent of the losses. The partner­
ship agreement was otherwise silent about division of profits 
and losses. Which of the following statements is correct?
a. Profits are to be divided among the partners in 
proportion to their relative capital contributions.
b. Profits are to be divided equally among the 
partners.
c. Losses will be allocated in a manner different 
from the allocation of profits because the part­
ners contributed different amounts of capital.
d . Beal’s obligation to contribute additional capital 
would have an effect on the allocation of profit 
or loss to Beal.
15. Knox, president of Quick Corp., contracted with Tine 
Office Supplies, Inc. to supply Quick’s stationery on 
customary terms and at a cost less than that charged by any 
other supplier. Knox later informed Quick’s board of direc­
tors that Knox was a majority stockholder in Tine. Quick’s 
contract with Tine is
a. Void because of Knox’s self-dealing.
b. Void because the disclosure was made after 
execution of the contract.
c . Valid because of Knox’s full disclosure.
d. Valid because the contract is fair to Quick.
16. A stockholder’s right to inspect books and records of 
a corporation will be properly denied if the purpose of the 
inspection is to
a. Commence a stockholder’s derivative suit.
b . Obtain stockholder names for a retail mailing list.
c. Solicit stockholders to vote for a change in the 
board of directors.
d. Investigate possible management misconduct.
17. All of the following distributions to stockholders are 
considered asset or capital distributions, except
a. Liquidating dividends.
b. Stock splits.
c. Property distributions.
d. Cash dividends.
18. Opal Corp. declared a 9% stock dividend on its com­
mon stock. The dividend
a. Requires a vote of Opal’s stockholders.
b . Has no effect on Opal’s earnings and profits for 
federal income tax purposes.
c . Is includable in the gross income of the recipient 
taxpayers in the year of receipt.
d . Must be registered with the SEC pursuant to the 
Securities Act of 1933.
19. Which of the following expenditures resulting from 
a trust’s ownership of commercial real estate would be 
allocated to the trust’s principal?
a. Sidewalk assessments.
b. Building management fees.
c. Real estate taxes.
d. Electrical repairs.
20. A trust will be terminated if
a. A beneficiary becomes incompetent.
b. The trustee dies.
c. The grantor dies.
d. The trust term expires.
21. Which of the following requires consideration to be 
binding on the parties?
a. Material modification of a contract involving the 
sale of real estate.
b. Ratification of a contract by a person after 
reaching the age of majority.
c . A written promise signed by a merchant to keep 
an offer to sell goods open for 10 days.
d . Material modification of a sale of goods contract 
under the UCC.
22. Which of the following would be unenforceable 
because the subject matter is illegal?
a . A contingent fee charged by an attorney to repre­
sent a plaintiff in a negligence action.
b. An arbitration clause in a supply contract.
c . A restrictive covenant in an employment contract 
prohibiting a former employee from using the 
employer’s trade secrets.
d. An employer’s promise not to press embezzle­
ment charges against an employee who agrees to 
make restitution.
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23. For a purchaser of land to avoid a contract with the 
seller based on duress, it must be shown that the seller’s 
improper threats
a. Constituted a crime or tort.
b. Would have induced a reasonably prudent per­
son to assent to the contract.
c. Actually induced the purchaser to assent to the 
contract.
d. Were made with the intent to influence the 
purchaser.
24. Omega Corp. owned a factory that was encumbered 
by a mortgage securing Omega’s note to Eagle Bank. 
Omega sold the factory to Spear, Inc., which assumed the 
mortgage note. Later, Spear defaulted on the note, which 
had an outstanding balance of $15,000. To recover the 
outstanding balance, Eagle
a. May sue Spear only after suing Omega.
b. May sue either Spear or Omega.
c. Must sue both Spear and Omega.
d. Must sue Spear first and then proceed against 
Omega for any deficiency.
25. Parc hired Glaze to remodel and furnish an office 
suite. Glaze submitted plans that Parc approved. After com­
pleting all the necessary construction and painting, Glaze 
purchased minor accessories that Parc rejected because they 
did not conform to the plans. Parc refused to allow Glaze 
to complete the project and refused to pay Glaze any part 
of the contract price. Glaze sued for the value of the work 
performed. Which of the following statements is correct?
a. Glaze will lose because Glaze breached the con­
tract by not completing performance.
b. Glaze will win because Glaze substantially 
performed and Parc prevented complete 
performance.
c. Glaze will lose because Glaze materially 
breached the contract by buying the accessories.
d. Glaze will win because Parc committed 
anticipatory breach.
27. On June 5 ,  1989, Gold rented equipment under a four- 
year lease. On March 8 ,  1990, Gold was petitioned involun­
tarily into bankruptcy under the Federal Bankruptcy Code’s 
liquidation provisions. A trustee was appointed. The fair 
market value of the equipment exceeds the balance of the 
lease payments due. The trustee
a. May not reject the equipment lease because the 
fair market value of the equipment exceeds the 
balance of the lease payments due.
b. May elect not to assume the equipment lease.
c . Must assume the equipment lease because its term 
exceeds one year.
d . Must assume and subsequently assign the equip­
ment lease.
28. Flax, a sole proprietor, has been petitioned involun­
tarily into bankruptcy under the Federal Bankruptcy Code’s 
liquidation provisions. Simon & Co., CPAs, has been 
appointed trustee of the bankruptcy estate. If Simon also 
wishes to act as the tax return preparer for the estate, which 
of the following statements is correct?
a . Simon is prohibited from serving as both trustee 
and preparer under any circumstances because 
serving in that dual capacity would be a conflict 
of interest.
b. Although Simon may serve as both trustee and 
preparer, it is entitled to receive a fee only for 
the services rendered as a preparer.
c. Simon may employ itself to prepare tax returns 
if authorized by the court and may receive a 
separate fee for services rendered in each 
capacity.
d. Although Simon may serve as both trustee and 
preparer, its fee for services rendered in each 
capacity will be determined solely by the size of 
the estate.
26. Sorus and Ace have agreed, in writing, to act as 
guarantors of collection on a debt owed by Pepper to Towns, 
Inc. The debt is evidenced by a promissory note. If Pep­
per defaults. Towns will be entitled to recover from Sorus 
and Ace unless
a. Sorus and Ace are in the process of exercising 
their rights against Pepper.
b. Sorus and Ace prove that Pepper was insolvent 
at the time the note was signed.
c. Pepper dies before the note is due.
d. Towns has not attempted to enforce the 
promissory note against Pepper.
29. A contested involuntary petition in bankruptcy will 
be dismissed if the debtor
a. Owes unsecured obligations exceeding $5,000 
to less than three creditors.
b . Had all its property taken to enforce a lien within 
120 days of filing.
c . Is failing to pay undisputed debts as they become 
due.
d. Is an individual engaged in the business of 
farming.
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30. Larson, an unemployed carpenter, filed for voluntary 
bankruptcy on August 14, 1990. Larson’s liabilities are 
listed below.
Credit card charges due May 2, 1989 
Bank loan incurred June 1990 
Medical expenses incurred June 1983 
Alimony due during 1988
$3,000
5,000
7,000
1,000
Under the provisions of Chapter 7 of the Federal 
Bankruptcy Code, Larson’s discharge will not apply to the 
unpaid
a. Credit card charges.
b. Bank loan.
c. Medical expenses.
d. Alimony.
31. In a voluntary bankruptcy proceeding under Chapter 7 
of the Federal Bankruptcy Code, which of the following 
claims incurred within 180 days prior to filing will be paid 
first?
a. Unsecured federal taxes.
b. Utility bills up to $1,000.
c. Voluntary contributions to employee benefit 
plans.
d . Employee vacation and sick pay up to $2,000 per 
employee.
34. On May 24, Knurl, an appliance dealer, filed for 
bankruptcy under the provisions of Chapter 7 of the Federal 
Bankruptcy Code. A trustee was appointed and an order 
for relief was entered. Knurl’s nonexempt property was 
converted to cash, which is available to satisfy the follow­
ing claims and expenses:
Claim by Card Corp. (one of Knurl’s 
suppliers) for toasters ordered on 
May 11, and delivered on credit to 
Knurl on May 15. $50,000
Fee earned by the bankruptcy trustee. $12,000
Claim by Hill Co. for the delivery of 
televisions to Knurl on credit. The 
televisions were delivered on April 9, 
and a financing statement was 
properly filed on April 10. These 
televisions were sold by the trustee 
with Hill’s consent for $7,000, their 
fair market value. $ 7,000
Fees earned by the attorneys for the
bankruptcy estate. $ 8,000
The cash available for distribution includes the proceeds 
from the sale of the televisions. What amount will be 
distributed to Card if the cash available for distribution is 
$50,000?
a. $23,000
b. $30,000
c. $31,000
d. $43,000
32. Chapter 7 of the Federal Bankruptcy Code will deny 
a debtor a discharge when the debtor
a. Made a preferential transfer to a creditor.
b. Accidentally destroyed information relevant to 
the bankruptcy proceeding.
c. Obtained a Chapter 7 discharge 10 years 
previously.
d. Is a corporation or a partnership.
33. A claim will not be discharged in a bankruptcy pro­
ceeding if it
a . Is brought by a secured creditor and remains un­
satisfied after receipt of the proceeds from the 
disposition of the collateral.
b. Is for unintentional torts that resulted in bodily 
injury to the claimant.
c. Arises from an extension of credit based upon 
false representations.
d. Arises out of the breach of a contract by the 
debtor.
35. A bankrupt who filed voluntarily and received a 
discharge in bankruptcy under the provisions of Chapter 
7 of the Federal Bankruptcy Code
a. May obtain another voluntary discharge in 
bankruptcy under Chapter 7 after five years have 
elapsed from the date of the prior filing.
b. Will receive a discharge of any and all debts 
owed.
c . Is precluded from owning or operating a similar 
business for two years.
d. Must surrender for distribution to the creditors 
any amount received as an inheritance if received 
within 180 days after filing the petition.
36. Under the Federal Insurance Contributions Act 
(FICA), all of the following are considered wages except
a. Contingent fees.
b. Reimbursed travel expenses.
c. Bonuses.
d. Commissions.
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37. The Federal Unemployment Tax Act (FUTA)
a. Requires both the employer and employee to pay 
FUTA taxes, although the amounts to be paid by 
each are different.
b . Does not apply to businesses with fewer than 35 
employees.
c. Does not apply to employers that conduct 
business only in one state and employ only 
residents of that state.
d. Allows the employer to take a credit against the 
FUTA tax if contributions are made to a state 
unemployment fund.
42. The Securities Act of 1933 provides an exemption 
from registration for
a.
b.
c.
d.
Bonds issued 
by a
municipality 
for governmental 
purposes
No
Yes
No
Yes
Securities 
issued by a 
not-for-profit 
charitable 
organization
No
No
Yes
Yes
38. If an employee is injured, full workers’ compensa­
tion benefits are not payable if the employee
a. Was injured because of failing to abide by written 
safety procedures.
b. Was injured because of the acts of fellow 
employees.
c. Intentionally caused self-inflicted injury.
d. Brought a civil suit against a third party who 
caused the injury.
39. The registration requirements of the Securities Act 
of 1933 are intended to provide information to the SEC to 
enable it to
a. Evaluate the financial merits of the securities 
being offered.
b . Ensure that investors are provided with adequate 
information on which to base investment 
decisions.
c. Prevent public offerings of securities when 
management fraud or unethical conduct is 
suspected.
d. Assure investors of the accuracy of the facts 
presented in the financial statements.
40. The registration provisions of the Securities Exchange 
Act of 1934 require disclosure of all of the following in­
formation except the
a. Names of owners of at least five (5) percent of 
any class of nonexempt equity security.
b. Bonus and profit-sharing arrangements.
c. Financial structure and nature of the business.
d. Names of officers and directors.
41. Corporations that are exempt from registration under 
the Securities Exchange Act of 1934 are subject to the Act’s
a. Provisions dealing with the filing of annual 
reports.
b. Provisions imposing periodic audits.
c. Antifraud provisions.
d. Proxy solicitation provisions.
43. Imperial Corp. is offering $450,000 of its securities 
under Rule 504 of Regulation D of the Securities Act of 
1933. Under Rule 504, Imperial is required to
a. Provide full financial information to all non­
accredited purchasers.
b. Make the offering through general solicitation.
c . Register the offering under the provisions of the 
Securities Exchange Act of 1934.
d . Notify the SEC within 15 days after the first sale 
of the securities.
44. Hamilton Corp. is making a $4,500,000 securities 
offering under Rule 505 of Regulation D of the Securities 
Act of 1933. Under this regulation, Hamilton is
a . Required to provide full financial information to 
accredited investors only.
b . Allowed to make the offering through a general 
solicitation.
Limited to selling to no more than 35 nonac­
credited investors.
Allowed to sell to an unlimited number of 
investors both accredited and nonaccredited.
c.
d.
45. A $10,000,000 offering of corporate stock intended 
to be made pursuant to the provisions of Rule 506 of Regula­
tion D of the Securities Act of 1933 would not be exempt 
under Rule 506 if
a . The offering was made through a general solicita­
tion or advertising.
b. Some of the investors are nonaccredited.
c. There are more than 35 accredited investors.
d. The SEC was notified 14 days after the first sale 
of the securities.
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46. Union Co. possesses the following instrument:
Holt, MT $4,000 April 15, 1990
Fifty days after date, or sooner, the undersigned 
promises to pay to the order of
Union Co.
at
Four Thousand 
Salem Bank, Holt, MT
Ten percent interest per annum.
Dollars
This instrument is secured by the maker’s business 
inventory.
EASY, INC.
BY: Thom as F oy
Thomas Foy, President
Assuming all other requirements of negotiability are 
satisfied, this instrument is
a. Not negotiable because of a lack of a definite time 
for payment.
b. Not negotiable because the amount due is 
unspecified.
c . Negotiable because it is secured by the maker’s 
inventory.
d . Negotiable because it is payable in a sum certain 
in money.
47. A $5,000 promissory note payable to the order of 
Neptune is discounted to Bane by blank endorsement for 
$4,000. King steals the note from Bane and sells it to Ott 
who promises to pay King $4,500. After paying King 
$3,000, Ott learns that King stole the note. Ott makes no 
further payment to King. Ott is
a. A holder in due course to the extent of $5,000.
b. An ordinary holder to the extent of $4,500.
c . A holder in due course to the extent of $3,000.
d. An ordinary holder to the extent of $0.
48. A maker of a note will have a valid defense against 
a holder in due course as a result of any of the following 
conditions except
a. Lack of consideration.
b. Infancy.
c. Forgery.
d. Fraud in the execution.
49. The following note was executed by Elizabeth Quinton 
on April 17, 1990 and delivered to Ian Wolf:
____ (Face) ______  _____
April 17, 1990
On demand, the undersigned promises to pay to the 
order of Ian Wolf
Seven Thousand and 00/100-----------------DOLLARS
E lizabeth  Q u in ton  
Elizabeth Quinton
(Back)
Ia n  W olf
Ian Wolf
Pay: George Vernon 
S a m u e l T h o m
Samuel Thom
Pay: Alan Yule 
George V e m o n
George Vernon
A la n  Yule
Alan Yule
In sequence, beginning with W olf's receipt of the note, this 
note is properly characterized as what type of commercial 
paper?
a. Bearer, bearer, order, order, order.
b. Order, bearer, order, order, bearer.
c. Order, order, bearer, order, bearer.
d. Bearer, order, order, order, bearer.
50. Kent stole several negotiable warehouse receipts from 
Baxter Sales Co. The receipts were deliverable to Baxter’s 
order. Kent endorsed Baxter’s name and sold the warehouse 
receipts to United Wholesalers, a bona fide purchaser. In 
an action by United against Baxter,
a. United will prevail because the warehouse 
receipts were converted to bearer instruments by 
Kent’s endorsement.
b . United will prevail because it took the negotiable 
warehouse receipts as a bona fide purchaser for 
value.
c. Baxter will prevail because the warehouseman 
must be notified before any valid negotiation of 
a warehouse receipt is effective.
d . Baxter will prevail because Kent cannot validly 
negotiate the warehouse receipts.
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51. Jones and Newton each own a one-half interest in cer­
tain real property as tenants in common. Jones’ interest
a. Will pass by operation of law to Newton on 
Jones’ death,
b. Will pass on Jones’ death to Jones’ heirs.
c. May not be transferred during Jones’ lifetime.
d. Is considered a life estate.
52. Bronson is a residential tenant with a 10-year writ­
ten lease. In the absence of specific provisions in the lease 
to the contrary, which of the following statements is correct?
a. The premises may not be sublet for less than the 
full remaining lease term.
b. Bronson may not assign the lease.
c . The landlord’s death will automatically terminate 
the lease.
d. Bronson’s purchase of the property will terminate 
the lease.
53. Unless an exception to title is noted in the title 
insurance policy, a title insurance company will be liable 
to a land purchaser for
a. Closing costs.
b. Recorded easements.
c. Unrecorded assessments.
d. Zoning violations.
54. Sklar Corp. owns a factory that has a fair market value 
of $90,000. Dall Bank holds an $80,000 first mortgage and 
Rice Finance holds a $20,000 second mortgage on the fac­
tory. Sklar has discontinued payments to Dall and Rice, who 
have foreclosed on their mortgages. If the factory is prop­
erly sold to Bond at a judicial sale for $90,000, after 
expenses,
a. Rice will receive $10,000 out of the proceeds.
b. Dall will receive $77,500 out of the proceeds.
c. Bond will take the factory subject to the 
unsatisfied portion of any mortgage.
d . Rice has a right of redemption after the judicial 
sale.
55. To be enforceable against the mortgagor, a mortgage 
must meet all the following requirements except
a. Be delivered to the mortgagee.
b. Be in writing and signed by the mortgagor.
c. Be recorded by the mortgagee.
d. Include a description of the debt and land 
involved.
56. Which of the following deeds will give a real property 
purchaser the greatest protection?
a. Quitclaim.
b. Bargain and sale.
c. Special warranty.
d. General warranty.
57. One of the primary purposes of including a coin­
surance clause in a property insurance policy is to
a. Encourage the policyholder to insure the prop­
erty for an amount close to its full value.
b . Make the policyholder responsible for the entire 
loss caused by some covered perils.
c . Cause the policyholder to maintain a minimum 
amount of liability insurance that will increase 
with inflation.
d . Require the policyholder to insure the property 
with only one insurance company.
58. Ritz owned a building on which there was a duly 
recorded first mortgage held by Lyn and a recorded second 
mortgage held by Jay. Ritz sold the building to Nunn. Nunn 
assumed the Jay mortgage and had no actual knowledge of 
the Lyn mortgage. Nunn defaulted on the payments to Jay. 
If both Lyn and Jay foreclosed, and the proceeds of the sale 
were insufficient to pay both Lyn and Jay,
a. Jay would be paid after Lyn was fully paid.
b. Jay and Lyn would be paid proportionately.
c . Nunn would be personally liable to Lyn but not 
to Jay.
d. Nunn would be personally liable to Lyn and Jay.
59. Gilmore borrowed $60,000 from Dix Bank. The loan 
was used to remodel a building owned by Gilmore as in­
vestment property and was secured by a second mortgage 
that Dix did not record. FCA Loan Company has a recorded 
first mortgage on the building. If Gilmore defaults on both 
mortgages, Dix
a. Will not be entitled to any mortgage foreclosure 
sale proceeds, even if such proceeds are in excess 
of the amount owed to FCA.
b . Will be unable to successfully claim any security 
interest in the building.
c. Will be entitled to share in any foreclosure sale 
proceeds pro rata with FCA.
d. Will be able to successfully claim a security 
interest that is subordinate to FCA’s security 
interest.
60. On February 1, Papco Corp. entered into a contract 
to purchase an office building from Merit Company for 
$500,000 with closing scheduled for March 20. On 
February 2, Papco obtained a $400,000 standard fire 
insurance policy from Abex Insurance Company. On 
March 15, the office building sustained a $90,000 fire loss. 
On March 15, which of the following is correct?
I. Papco has an insurable interest in the building. 
II. Merit has an insurable interest in the building.
a. I only.
b. II only
c. Both I and II.
d. Neither I nor II.
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Number 2 (Estimated tim e----- 15 to 20 minutes) Number 3 (Estimated tim e----- 15 to 20 minutes)
The following letters were mailed among Jacobs, a real 
estate developer, Snow, the owner of an undeveloped parcel 
of land, and Eljay Distributors, Inc., a clothing wholesaler 
interested in acquiring Snow’s parcel to build a warehouse:
a. January 21, 1990 — Snow to Jacobs: “ My vacant 
parcel (Lot 2, Birds Addition to Cedar Grove) is 
available for $125,000 cash; closing within 60 days. 
You must accept by January 31 if you are interested.’’
This was received by Jacobs on January 31.
b. January 29, 1990 — Snow to Jacobs: “ Ignore my 
January 21 letter to you; I have decided not to sell my 
lot at this time.’’
This was received by Jacobs on February 3.
c. January 31, 1990 — Jacobs to Snow: “ Per your 
January 21 letter, you have got a deal.’’
Jacobs inadvertently forgot to sign the January 31 let­
ter, which was received by Snow on February 4.
d. February 2, 1990 — Jacobs to Eljay: “ In considera­
tion of your promise to pay me $10,000, I hereby assign 
to you my right to purchase Snow’s vacant lot (Lot 2, 
Birds Addition to Cedar Grove).’’
This was received by Eljay on February 5.
All of the letters were signed, except as noted above, 
and properly stamped and addressed.
Snow has refused to sell the land to Jacobs or Eljay, 
asserting that no contract exists because:
• Jacobs’ acceptance was not received on a timely basis.
• Snow had revoked the January 21 offer.
• Jacobs’ acceptance was not signed.
• Jacobs had no right to assign the contract to Eljay.
Required:
For each of Snow’s assertions, indicate whether the 
assertion is correct, setting forth reasons for your 
conclusion.
Prime Cars, Inc. buys and sells used automobiles. 
Occasionally Prime has its salespeople purchase used cars 
from third parties without disclosing that the salesperson 
is in fact buying for Prime’s used car inventory. Prime’s 
management believes better prices can be negotiated us­
ing this procedure. One of Prime’s salespeople, Peterson, 
entered into a contract with Hallow in accordance with in­
structions from Prime’s sales manager. The car was to be 
delivered one week later. After entering into the contract 
with Hallow, and while driving back to Prime’s place of 
business, Peterson was involved in an automobile accident 
with another vehicle. Peterson’s negligence, and the 
resulting collision, injured Mathews, the driver of the other 
car involved in the accident.
Prime terminated Peterson’s employment because of 
the accident. Following Prime’s general business practices, 
Prime published an advertisement in several trade journals 
that gave notice that Peterson was no longer employed by 
Prime. Shortly thereafter, Peterson approached one of 
Prime’s competitors, Bagley Autos, Inc., and contracted 
to sell Bagley several used cars in Prime’s inventory. 
Bagley’s sales manager, who frequently purchased cars out 
of Prime’s inventory from Peterson, paid 25% of the total 
price to Peterson, with the balance to be paid ten days later 
when the cars were to be delivered. Bagley’s sales manager 
was unaware of Peterson’s termination. Prime refused to 
deliver the cars to Bagley or to repay Bagley’s down pay­
ment, which Prime never received from Peterson.
Prime also refused to go through with the contract 
entered into by Peterson with Hallow. Mathews sued both 
Peterson and Prime for the injuries sustained in the 
automobile accident. Bagley sued Prime for failing to 
deliver the cars or return the down payment paid to 
Peterson.
Required:
Answer each of the following questions, setting forth 
the reasons for your conclusions.
a. What rights does Hallow have against Prime or 
Peterson?
b. Will Mathews prevail in the lawsuit against Prime 
and Peterson?
c. Will Bagley prevail in its lawsuit against Prime?
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Pharo Aviation, Inc. sells and services used airplanes. 
Sanders, Pharo’s service department manager, negotiated 
with Secure Equipment Co. for the purchase of a used tug 
for moving airplanes in and out of Pharo’s hangar. Secure 
sells and services tugs and related equipment. Sanders was 
unfamiliar with the various models, specifications, and 
capacities of the tugs sold by Secure; however, Sanders 
knew that the tug purchased needed to have the capacity 
to move airplanes weighing up to 10,000 pounds. Sanders 
and the sales representative discussed this specific need 
because Sanders was uncertain as to which tug would meet 
Pharo’s requirements. The sales representative then recom­
mended a particular make and model of tug. Sanders agreed 
to rely on the sales representative’s advice and signed a pur­
chase contract with Secure.
About a week after Sanders took delivery, the follow­
ing occurred:
• Sanders determined that the tug did not have the capacity 
to move airplanes weighing over 5,000 pounds.
• Sanders was advised correctly by Maco Equipment 
Distributors, Inc. that Maco was the rightful owner of the 
tug, which it had left with Secure for repairs.
Pharo has commenced a lawsuit against Secure claim­
ing that implied warranties were created by the contract with 
Secure and that these have been breached. Maco has claimed 
that it is entitled to the tug and has demanded its return from 
Pharo.
Required:
Answer each of the following questions, and set forth 
the reasons for your conclusions.
a. Were any implied warranties created by the con­
tract between Pharo and Secure and, if so, were any of those 
warranties breached?
b. Is Maco entitled to the return of the tug?
Number 4 (Estimated tim e----- 15 to 20 minutes)
Wizard Computer Co. sells computers to the general 
public. On April 30, Wizard financed the purchase of its 
computer inventory with National Bank. Wizard executed 
and delivered a promissory note and a security agreement 
covering the inventory. National filed a financing statement 
on the same day.
On May 1, Wizard sold a computer out of its inventory 
to Kast, who intended to use it to do some household 
budgeting. Kast made a 10% downpayment toward the 
purchase price. Kast executed and delivered to Wizard a 
promissory note for the balance and a security agreement 
covering the computer. Kast was aware that Wizard 
financed its inventory with National. Wizard did not file 
a financing statement.
On May 6, Kast, who was dissatisfied with the com­
puter, sold it on credit to Marc, who intended to use it to 
assist in family budgeting. Marc, who was unaware that 
Kast had purchased the computer on credit, paid 25% of 
the purchase price and executed and delivered to Kast a 
promissory note for the balance and a security agreement 
covering the computer. Kast did not file a financing 
statement.
On May 12, Marc borrowed $6,000 from Alcor 
Finance. Marc gave Alcor a promissory note for the loan 
amount and a security agreement covering the computer 
and other household appliances owned by Marc. Alcor did 
not file a financing statement.
Marc failed to pay Alcor or Kast. In turn, Kast has been 
unable to pay Wizard. On June 2, Wizard defaulted on its 
obligation to National.
Kast and Marc take the following positions:
• Kast asserts that the computer was purchased from 
Wizard free of National’s security interest.
• Marc asserts that the computer was purchased from Kast 
free of Wizard’s security interest.
• Marc asserts that Alcor’s security interest is unen­
forceable against Marc because Alcor failed to file a financ­
ing statement.
Required:
For each assertion, indicate whether it is correct, and 
set forth the reasons for your conclusion.
Number 5 (Estimated tim e----- 15 to 20 minutes)
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Instructions
Select the best answer for each of the following items 
relating to a variety of issues in accounting. Use a soft 
pencil, preferably No. 2, to blacken the appropriate circle 
on the separate printed answer sheet to indicate your answer. 
M ark only one answer for each item. Answer all items. 
Your grade will be based on the total number of correct 
answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement that summarizes the financial 
position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of cash flows.
d. Retained earnings statement.
Answer Sheet
99.  
Number 1 (Estimated tim e-----90 to 110 minutes) 4. Company J acquired all of the outstanding common 
stock of Company K in exchange for cash. The acquisition 
price exceeds the fair value of net assets acquired. How 
should Company J determine the amounts to be reported 
for the plant and equipment and long-term debt acquired 
from Company K?
Plant and equipment Long-term debt
a. K’s carrying amount K’s carrying amount
b. K’s carrying amount Fair value
c. Fair value K’s carrying amount
d. Fair value Fair value
5. A business combination is accounted for as a pooling 
of interests. In the consolidated balance sheet, the follow­
ing component(s) of stockholders’ equity may be less than 
the sum of those same components of the merging 
companies
Retained earnings Contributed capital
a. No No
b. Yes No
c. No Yes
d. Yes Yes
1. According to the FASB’s conceptual framework, the 
process of reporting an item in the financial statements of 
an entity is
a. Recognition.
b. Realization.
c. Allocation.
d. Matching.
2. Water Co. owns 80% of the outstanding common 
stock of Fire Co. On December 3 1 , 1989, Fire sold equip­
ment to Water at a price in excess of Fire’s carrying amount, 
but less than its original cost. On a consolidated balance 
sheet at December 31, 1989, the carrying amount of the 
equipment should be reported at
a. Water’s original cost.
b. Fire’s original cost.
c. Water’s original cost less Fire’s recorded gain.
d. Water’s original cost less 80% of Fire’s recorded 
gain.
3. Combined statements may be used to present the 
results of operations of
6. On December 29, 1989, BJ Co. sold a marketable 
equity security that had been purchased on January 4, 
1988. BJ owned no other marketable equity security. An 
unrealized loss was reported in the 1988 income statement. 
A realized gain was reported in the 1989 income statement. 
Was the marketable equity security classified as a noncur­
rent asset and did its 1988 market price decline exceed its 
1989 market price recovery?
1988 market price 
decline exceeded 1989
Noncurrent market price
a. Yes Yes
b. Yes No
c. No Yes
d. No No
Unconsolidated
subsidiaries
Companies under 
common management
occurring
a.
a. Yes Yes b.
b. Yes No
c. No Yes c.
d. No No d.
1 . For interim financial reporting, an extraordinary gain
Recognized ratably over the last three quarters. 
Recognized ratably over all four quarters with 
the first quarter being restated.
Recognized in the second quarter.
Disclosed by footnote only in the second quarter.
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8. Deficits accumulated during the development stage 
of a company should be
a. Reported as organization costs.
b. Reported as a part of stockholders’ equity.
c. Capitalized and written off in the first year of 
principal operations.
d. Capitalized and amortized over a five year period 
beginning when principal operations commence.
9. Personal financial statements should report assets and 
liabilities at
a. Historical cost.
b . Historical cost and, as additional information, at 
estimated current values at the date of the finan­
cial statements.
c . Estimated current values at the date of the finan­
cial statements.
d . Estimated current values at the date of the finan­
cial statements and, as additional information, at 
historical cost.
10. Are the following ratios useful in assessing the 
liquidity position of a company?
Defensive-interval 
_____ ratio_____
a. Yes
b. Yes
c. No
d. No
Return on
stockholders’ equity
Yes
No
Yes
No
13. A building suffered uninsured water and related 
damage. The damaged portion of the building was refur­
bished with upgraded materials. The cost and related 
accumulated depreciation of the damaged portion are iden­
tifiable. To account for these events, the owner should
a. Capitalize the cost of refurbishing and record a 
loss in the current period equal to the carrying 
amount of the damaged portion of the building.
b . Capitalize the cost of refu rbishing by adding the 
cost to the carrying amount of the building.
c. Record a loss in the current period equal to the 
cost of refurbishing and continue to depreciate 
the original cost of the building.
d. Record a loss in the current period equal to the 
sum of the cost of refurbishing and the carrying 
amount of the damaged portion of the building.
14. The graph below depict three depreciation expense 
patterns over time.
Depreciation
expense
11. During a period of inflation, an account balance 
remains constant. When supplemental statements are being 
prepared, a purchasing power gain is reported if the account 
is a
a. Monetary asset.
b. Monetary liability.
c. Nonmonetary asset.
d. Nonmonetary liability.
12. Solen Co. and Noise Co. exchanged similar trucks 
with fair values in excess of carrying amounts. In addition, 
Solen paid Noise to compensate for the difference in truck 
values. As a consequence of the exchange, Solen recognizes
a. A gain equal to the difference between the fair 
value and carrying amount of the truck given up.
b. A gain determined by the proportion of cash paid 
to the total consideration.
c. A loss determined by the proportion of cash paid 
to the total consideration.
d. Neither a gain nor a loss.
Which depreciation expense pattern corresponds to the sum- 
of-the-years’-digits method and which corresponds to the
double-declining balance method? 
Sum-of-the-years'-digits
Double-declining
balance
a. m I
b. I I
c. I m
d. I m
15. How should the following costs affect a retailer’s
inventory?
Freight in
Interest on 
inventory loan
a. Increase No effect
b. Increase Increase
c. No effect Increase
d. No effect No effect
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16. The retail inventory method includes which of the 
following in the calculation of both cost and retail amounts 
of goods available for sale?
a . Purchase returns.
b. Sales returns.
c. Net markups.
d. Freight in.
17. The replacement cost of an inventory item is below 
the net realizable value and above the net realizable value 
less the normal profit margin. The original cost of the 
inventory item is below the net realizable value less the 
normal profit margin. Under the lower of cost or market 
method, the inventory item should be valued at
a. Net realizable value.
b. Net realizable value less the normal profit 
margin.
c. Original cost.
d. Replacement cost.
18. Deb Co. records all sales using the installment method 
of accounting. Installment sales contracts call for 36 equal 
monthly cash payments. According to the FASB’s concep­
tual framework, the amount of deferred gross profit relating 
to collections 12 months beyond the balance sheet date 
should be reported in the
a. Current liability section as a deferred revenue.
b. Noncurrent liability section as a deferred 
revenue.
c. Current asset section as a contra account.
d. Noncurrent asset section as a contra account.
21. Effective January 1, 1989, Flood Co. established a 
defined benefit pension plan with no retroactive benefits. 
The first of the required equal annual contributions was paid 
on December 3 1 , 1989. A 10% discount rate was used to 
calculate service cost and a 10% rate of return was assumed 
for plan assets. All information on covered employees for 
1989 and 1990 is the same. How should the service cost 
for 1990 compare with 1989, and should the 1989 balance 
sheet report an accrued or a prepaid pension cost?
Service cost 
for 1990
compared to 1989
Pension cost reported 
on the 1989 
balance sheet
a. Equal to Accrued
b. Equal to Prepaid
c. Greater than Accrued
d. Greater than Prepaid
22. Which of the following is generally associated with 
payables classified as accounts payable?
Periodic payment Secured
o f interest by collateral
a. No No
b. No Yes
c. Yes No
d. Yes Yes
19. Under the allowance method of recognizing 
uncollectible accounts, the entry to write-off an uncollect­
ible account
a. Increases the allowance for uncollectible 
accounts.
b . Has no effect on the allowance for uncollectible 
accounts.
c. Has no effect on net income.
d. Decreases net income.
20. Mercer, Inc. maintains a defined benefit pension plan 
for its employees. As of December 31, 1989, the market 
value of the plan assets is less than the accumulated benefit 
obligation, and less than the projected benefit obligation. 
The projected benefit obligation exceeds the accumulated 
benefit obligation. In its balance sheet as of December 31, 
1989, Mercer should report a minimum liability in the 
amount of the
a. Excess of the projected benefit obligation over 
the value of the plan assets.
b . Excess of the accumulated benefit obligation over 
the value of the plan assets.
c. Projected benefit obligation.
d. Accumulated benefit obligation.
23. Jersey, Inc. is a retailer of home appliances and offers 
a service contract on each appliance sold. Jersey sells 
appliances on installment contracts, but all service contracts 
must be paid in full at the time of sale. Collections received 
for service contracts should be recorded as an increase in a
a. Deferred revenue account.
b. Sales contracts receivable valuation account.
c. Stockholders’ valuation account.
d. Service revenue account.
24. Able sold its headquarters building at a gain, and 
simultaneously leased back the building. The lease was 
reported as a capital lease. At the time of sale, the gain 
should be reported as
a. Operating income.
b. An extraordinary item, net of income tax.
c. A separate component of stockholders’ equity.
d. An asset valuation allowance.
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25. Lease A does not contain a bargain purchase option, 
but the lease term is equal to 90 percent of the estimated 
economic life of the leased property. Lease B does not 
transfer ownership of the property to the lessee by the end 
of the lease term, but the lease term is equal to 75 percent 
of the estimated economic life of the leased property. How 
should the lessee classify these leases?
Lease A Lease B
a. Operating lease Capital lease
b. Operating lease Operating lease
c. Capital lease Capital lease
d. Capital lease Operating lease
26. In a lease that is recorded as a sales-type lease by the 
lessor, interest revenue
a. Should be recognized in full as revenue at the 
lease’s inception.
b. Should be recognized over the period of the lease 
using the straight-line method.
c. Should be recognized over the period of the lease 
using the effective interest method.
d. Does not arise.
27. Senlo Co., which uses a one-year operating cycle, 
recognized profits for both financial statement and tax 
purposes during its two years of operation. Depreciation 
for tax purposes exceeded depreciation for financial state­
ment purposes in each year. These temporary differences 
are expected to reverse in years 3 ,  4, and 5. According to 
FASB 96, at the end of year 2 the deferred tax liability 
shown as a current liability is based on the
a. Enacted tax rates for years 3, 4, and 5.
b. Enacted tax rate for year 3.
c. Tax rates for years 1 and 2.
d. Tax rate for year 2.
28. Nala Inc. reported deferred tax assets and deferred 
tax liabilities at the end of 1988 and at the end of 1989. 
According to FASB 96, for the year ended 1989 Nala should 
report deferred income tax expense or benefit equal to the
a. Sum o f the net changes in deferred tax assets and 
deferred tax liabilities.
b. Decrease in the deferred tax assets.
c. Increase in the deferred tax liabilities.
d . Amount of the income tax liability plus the sum 
of the net changes in deferred tax assets and 
deferred tax liabilities.
Items 29 and 30 are based on the following:
On January 2 ,  1986, Chard Co. issued 10-year convertible 
bonds at 105. During 1989, these bonds were converted 
into common stock having an aggregate par value equal to 
the total face amount of the bonds. At conversion, the 
market price of Chard’s common stock was 50 percent 
above its par value.
29. On January  2 ,  1986, cash proceeds from the issuance 
of the convertible bonds should be reported as
a. Contributed capital for the entire proceeds.
b . Contributed capital for the portion of the proceeds 
attributable to the conversion feature and as a 
liability for the balance.
c . A liability for the face amount of the bonds and 
contributed capital for the premium over the face 
amount.
d. A liability for the entire proceeds.
30. Depending on whether the book value method or the 
market value method was used, Chard would recognize 
gains or losses on conversion when using the
Book value method Market value method
a. Either gain or loss Gain
b. Either gain or loss Loss
c. Neither gain nor loss Loss
d. Neither gain nor loss Gain
31. Main Co. issued bonds with detachable common stock 
warrants. Only the warrants had a known market value. The 
sum of the fair value of the warrants and the face amount 
of the bonds exceeds the cash proceeds. This excess is 
reported as
a. Discount on bonds payable.
Premium on bonds payable.
Common stock subscribed.
Contributed capital in excess of par-stock 
warrants.
b.
c.
d.
32. How would the declaration of a 15% stock dividend 
by a corporation affect each of the following?
Retained earnings
Total
stockholders’ equity
a. No effect No effect
b. No effect Decrease
c. Decrease No effect
d. Decrease Decrease
53
Examination Questions — November 1990
33. At its date of incorporation, Glean, Inc. issued
100,000 shares of its $10 par common stock at $11 per 
share. During the current year, Glean acquired 30,000 
shares of its common stock at a price of $16 per share and 
accounted for them by the cost method. Subsequently, these 
shares were reissued at a price of $12 per share. There have 
been no other issuances or acquisitions of its own common 
stock. What effect does the reissuance of the stock have on 
the following accounts?
Retained Additional
earnings paid-in capital
a. Decrease Decrease
b. No effect Decrease
c. Decrease No effect
d. No effect No effect
34. When computing fully diluted earnings per share, con­
vertible securities that are not common stock equivalents are
a. Ignored.
b. Recognized only if they are dilutive.
c. Recognized only if they are anti-dilutive.
d. Recognized whether they are dilutive or 
anti-dilutive.
35. Wyatt Co. has a probable loss that can only be 
reasonably estimated within a range of outcomes. No single 
amount within the range is a better estimate than any other 
amount. The loss accrual should be
a. Zero.
b. The maximum of the range.
c. The mean of the range.
d. The minimum of the range.
36. Which of the following should be reported as a prior 
period adjustment?
Change in 
estimated lives 
o f depreciable assets
a. Yes
b. No
c. Yes
d. No
Change from  
unaccepted principle 
to accepted principle
Yes
Yes
No
No
37. Gown, Inc. sold a warehouse and used the proceeds 
to acquire a new warehouse. The excess of the proceeds 
over the carrying amount of the warehouse sold should be 
reported as a(an)
a. Extraordinary gain, net of income taxes.
b. Part of continuing operations.
c. Gain from discontinue operations, net of income 
taxes.
d. Reduction of the cost of the new warehouse.
38. Whetstone Co. took advantage of market conditions 
to refund debt. This was the fourth refunding operation 
carried out by Whetstone within the last three years. The 
excess of the carrying amount of the old debt over the 
amount paid to extinguish it should be reported as a(an)
a. Extraordinary gain, net of income taxes.
b. Extraordinary loss, net of income taxes.
c. Part of continuing operations.
d . Deferred credit to be amortized over life of new 
debt.
39. Gains from remeasuring a foreign subsidiary’s finan­
cial statements from the local currency, which is not the 
functional currency, into the parent company’s currency 
should be reported as a(an)
a. Deferred foreign exchange gain.
b. Separate component of stockholders’ equity.
c. Extraordinary item, net of income taxes.
d. Part of continuing operations.
40. Hayes and Jenkins formed a partnership, each con­
tributing assets to the business. Hayes contributed inventory 
with a current market value in excess of its carrying amount. 
Jenkins contributed real estate with a carrying amount in 
excess of its current market value. At what amount should 
the partnership record each of the following assets?
Inventory Real estate
a. Market value Market value
b. Market value Carrying amount
c. Carrying amount Market value
d. Carrying amount Carrying amount
41. Wages earned by machine operators in producing the 
firm’s product should be categorized as
Direct
labor
Controllable by the 
machine operators’ 
foreman_____
a. Yes Yes
b. Yes No
c. No Yes
d. No No
42. A job order cost system uses a predetermined factory 
overh ead rate based on expected volume and expected fixed 
cost. At the end of the year, underapplied overhead might 
be explained by which of the following situations?
Actual volume
a. Greater than expected
b. Greater than expected
c. Less th an expected
d. Less than expected
Actual fixed costs
Greater than expected 
Less than expected 
Greater than expected 
Less than expected
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Items 43 and 44 are based on the following:
The diagram below depicts a factory overhead flexible 
budget line DB and standard overhead application line OA. 
Activity is expressed in machine hours with Point V 
indicating the standard hours required for the actual out­
put in September 1990. Point S indicates the actual machine 
hours (inputs) and actual costs in September 1990.
46. On November 1 ,  1990, a company purchased a new 
machine that it does not have to pay for until November 1, 
1992. The total payment on November 1 , 1992, will include 
both principal and interest. Assuming interest at a 10% rate, 
the cost of the machine would be the total payment 
multiplied by what time value of money concept?
a. Present value of annuity of 1.
b. Present value of 1.
c. Future amount of annuity of 1.
d. Future amount of 1.
A
B
Machine Hours
43. Are the following overhead variances favorable or 
unfavorable?
Volume Efficiency
(capacity) variance variance
a. Favorable Favorable
b. Favorable Unfavorable
c. Unfavorable Favorable
d. Unfavorable Unfavorable
44. The budgeted total variable overhead cost for C
machine hours is
a. AB
b. BC
c. AC minus DO
d. BC minus DO
45. When a manager is concerned with monitoring total
cost, total revenue, and net profit conditioned upon the level 
of productivity, an accountant would normally recommend
Flexible budgeting Standard costing
a. Yes Yes
b. Yes No
c. No Yes
d. No No
47. Which of the following capital budgeting techniques 
implicitly assumes that the cash flows are reinvested at the 
company’s minimum required rate of return?
Net present value Internal rate o f return
a. Yes Yes
b. Yes No
c. No Yes
d. No No
48. Division A is considering a project that will earn a 
rate of return which is greater than the imputed interest 
charge for invested capital, but less than the division’s 
historical return on invested capital. Division B is consider­
ing a project that will earn a rate of return which is greater 
than the division’s historical return on invested capital, but 
less than the imputed interest charge for invested capital. 
If the objective is to maximize residual income, should these 
divisions accept or reject their projects?
A B
a. Accept Accept
b. Reject Accept
c. Reject Reject
d. Accept Reject
49. When only differential manufacturing costs are taken 
into account for special order pricing, an essential assump­
tion is that
a . Manufacturing fixed and variable costs are linear.
b. Selling and administrative fixed and variable 
costs are linear.
c. Acceptance of the order will not affect regular 
sales
d . Acceptance of the order will not cause unit sell­
ing and administrative variable costs to increase.
50. Which of the following may be used to estimate how 
inventory warehouse costs are affected by both the number 
of shipments and the weight of materials handled?
a. Economic order quantity analysis.
b. Probability analysis.
c. Correlation analysis.
d. Multiple regression analysis.
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51. Which of the following bases of accounting should 
a government use for its proprietary funds in measuring 
financial position and operating results?
Modified accrual basis Accrual basis
a. No Yes
b. No No
c. Yes Yes
d. Yes No
56. The liability for the general obligation bonds should 
be recorded in the
a. General fund.
b. Capital projects fund.
c. General long-term debt account group.
d. Debt service fund.
52. Which of the following fund types used by a govern­
ment most likely would have a Fund Balance Reserved for 
Inventory of Supplies?
a. General.
b. Internal service.
c. Nonexpendable trust.
d. Capital projects.
53. Should a special revenue fund with a legally adopted 
budget maintain its accounts on an accrual basis and 
integrate budgetary accounts into its accounting system?
a.
b.
c.
d.
Maintain on 
accrual basis
Yes
Yes
No
No
Integrate
budgetary accounts
Yes
No
Yes
No
Items 54 through 57 are based on the following:
On March 2, 1990, Finch City issued 10-year general 
obligation bonds at face amount, with interest payable 
March 1 and September 1. The proceeds were to be used 
to finance the construction of a civic center over the period 
April 1 ,  1990, to March 31, 1991. During the fiscal year 
ended June 30, 1990, no resources had been provided to 
the debt service fund for the payment of principal and 
interest.
54. On June 3 0 , 1990, Finch’s debt service fund should 
include interest payable on the general obligation bonds for
a. 0 months.
b. 3 months.
c. 4 months.
d. 6 months.
55. Proceeds from the general obligation bonds should 
be recorded in the
a. General fund.
b. Capital projects fund.
c. General long-term debt account group.
d. Debt service fund.
57. On June 30, 1990, Finch’s combined balance sheet 
should report the construction in progress for the civic 
center in the
Capital projects 
f und
a. Yes
b. Yes
c. No
d. No
General fixed assets 
account group
Yes
No
No
Yes
58. Wh ich of the following fund types or account group 
should account for fixed assets in a manner similar to a “ for 
profit’’ organization?
a. Special revenue fund.
b. Capital projects fund.
c. General fixed assets account group.
d. Enterprise fund.
59. Wh ich of the following fund types would include
retained earnings in its balance sheet?
a. Special revenue.
b. Capital projects.
c. Expendable pension trust.
d. Internal service.
60. An increase in Oak College’s restricted current funds 
balance could be reported as an excess of
a. Transfers to revenues over restricted receipts.
b. Restricted receipts over transfers to revenues.
c. Revenues over expenditures and mandatory 
transfers.
d. Revenues and mandatory transfers over 
expenditures.
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Number 2 (Estimated tim e----- 15 to 25 minutes)
Since Grumer Co.’s inception, Monroe Co. has owned 
18% of Grumer’s outstanding common stock. Monroe 
provides three key management personnel to Grumer and 
purchased 25% of Grumer’s output during 1989. Grumer 
is profitable. On January 2, 1990, Monroe purchased 
additional common stock to finance Grumer’s expansion, 
thereby becoming a 30% owner. Grumer’s common stock 
does not have a quoted market price. The stock has always 
been issued at its book value, which is assumed to approx­
imate its fair value.
Required:
a. In general, distinguish between investor income 
reporting under the cost method and under the equity 
method. Which method is more consistent with accrual 
accounting? Why?
b. Prior to January 2, 1990, what specific factors 
should Monroe have considered in determining the 
appropriate method of accounting for its investment in 
Grumer?
c. For purposes of your answer to c only, assume 
Monroe used the cost method in accounting for its 
investment in Grumer prior to January 2 ,  1990. Describe 
the book adjustments required on January 2, 1990, when 
Monroe became owner of 30% of the outstanding common 
stock of Grumer.
Number 3 (Estimated tim e----- 15 to 25 minutes)
At December 3 1 , 1989, Roko Co. has two fixed price 
construction contracts in progress. Both contracts have 
monthly billings supported by certified surveys of work 
completed. The contracts are:
• The Ski Park contract, begun in 1988, is 80% complete, 
is progressing according to bid estimates, and is 
expected to be profitable.
• The Nassu Village contract, a project to construct 100 
condominium units, was begun in 1989. Thirty-five 
units have been completed. Work on the remaining 
units is delayed by conflicting recommendations on 
how to overcome unexpected subsoil problems. While 
the total cost of the project is uncertain, a loss is not 
anticipated.
Required:
a. Identify the alternatives available to account for 
long-term construction contracts, and specify the criteria 
used to determine which method is applicable to a given 
contract.
b. Identify the appropriate accounting method for 
each of Roko’s two contracts, and describe each contract’s 
effect on net income for 1989.
c. Indicate how the accounts related to the Ski Park 
contract should be reported on the balance sheet at 
December 31, 1989.
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Number 4 (Estimated tim e----- 15 to 25 minutes) Number 5 (Estimated tim e----- 15 to 25 minutes)
Clonal, Inc., a biotechnology company, developed 
and patented a diagnostic product called Trouver. Clonal 
purchased some research equipment to be used exclusively 
for Trouver and other research equipment to be used on 
Trouver and subsequent research projects. Clonal defeated 
a legal challenge to its Trouver patent, and began produc­
tion and marketing operations for the product.
Corporate headquarters’ costs were allocated to 
Clonal’s research division as a percentage of the division’s 
salaries.
Required:
a. How should the equipment purchased for Trouver 
be reported in Clonal’s income statements and balance 
sheets?
b. 1. Describe the matching principle.
2. Describe the accounting treatment of research 
and development costs and consider whether this is consis­
tent with the matching principle. What is the justification 
for the accounting treatment of research and development 
costs?
c. How should corporate headquarters’ costs 
allocated to the research division be classified in Clonal’s 
income statement? Why?
On November 5 ,  1986, Gunpowder Corp.’s board of 
directors approved a stock option plan for key executives. 
On January 2 ,  1987, a specific number of stock options were 
granted. These options were exercisable between 
January 2, 1989, and December 31, 1991, at 90% of the 
quoted market price on January 2 ,  1987. The service period 
is for 1987 and 1988. Some options were forfeited when 
an executive resigned in 1988. All other options were 
exercised during 1989.
Required:
a. When is Gunpowder’s stock option measurement 
date? Why?
b. How should Gunpowder determine the compen­
sation expense, if any, for the stock option plan in 1987?
c. What is the effect of forfeiture of the stock options 
on Gunpowder’s financial statements for 1988? Why?
d. What is the effect of the stock option plan on the 
balance sheet at December 3 1 , 1989? Be specific as to the 
changes in balance sheet accounts between November 5, 
1986, and December 31, 1989.
d. How should the legal expenses incurred in defend­
ing Trouver’s patent be reported in Clonal’s statement of 
cash flows (direct method)?
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Answer 1 (10 points)
ANSWERS TO EXAMINATION 
ACCOUNTING PRACTICE -  PART I
November 7, 1990; 1:30 P.M. to 6:00 P.M.
A nsw er 2 (10  points) A nsw er 3 (10  points)
1. a 11. d 21. a 31. d 41. c 51. a
2. d 12. d 22. d 32. a 42. d 52. b
3. b 13. c 23. d 33. a 43. d 53. c
4. d 14. b 24. b 34. c 44. b 54. d
5. a 15. d 25. b 35. c 45. d 55. b
6. b 16. a 26. b 36. d 46. b 56. d
7. c 17. b 27. c 37. a 47. a 57. b
8. c 18. c 28. c 38. c 48. c 58. a
9. a 19. a 29. c 39. b 49. a 59. d
10. b 20. a 30. d 40. a 50. a 60. c
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3 ½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10 10
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Answer 4 (10 points) Zues Manufacturing Corp. 
BALANCE SHEET 
December 31, 1989
Assets
Current Assets
*Numbers in brackets are keyed to explanations of amounts
[1]* Cash $ 109,000
[2] Accounts receivable (net) 317,700
Inventories 560,000
Total current assets $ 986,700
[3] Long-term investment, at cost 51,300
Less allowance for excess of cost over market 4,300 47,000
Property, plant, and equipment, at cost
[4] Land
Building $1,750,000
200,000
Machinery and equipment 1,964,000
Total 3,714,000
Less accumulated depreciation 420,000 3,294,000
Total property, plant, and equipment 3,494,000
Intangible asset
Goodwill 37,000
Other assets
[1] Cash restricted for building purposes 100,000
[2] Officer’s note receivable 30,000
[4] Land held for future building site 250,000 380,000
Total assets $4,944,700
Liabilities and Stockholders’ Equity
Current Liabilities
[5] Accounts payable $ 119,800
[6&7] Current installments of long-term debt 200,000
Lawsuit liability 80,000
[8] Income taxes payable 21,200
Deferred tax liability 5,000
Total current liabilities $ 426,000
Long-term debt
[6] Mortgage payable 800,000
[7] Note payable 400,000
Deferred tax liability 23,000
Total long-term debt 1,223,000
Stockholders’ equity
[9] Common stock, authorized 100,000 shares of
$50 par value; issued 40,000 shares; 
outstanding 39,800 shares 2,000,000
[9] Additional paid-in capital 231,000
Total paid-in capital 2,231,000
Retained earnings 1,075,400
Total 3,306,400
[3] Less: Cost of treasury stock $6,400
Unrealized loss on long-term investment 
Total stockholders’ equity
4,300 10,700
3,295,700
Total liabilities and stockholders’ equity $4,944,700
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Answer 4 (continued) 
Explanations o f Amounts
[1] Cash, per unaudited balance sheet
Less: Unrecorded checks in payment of accounts payable 
NSF check not recorded
Cash restricted for building purposes (reported in other assets) 
Corrected balance
$225,000
(14,000)
(2,000)
( 100,000)
$109,000
[2] Accounts receivable (net), per unaudited balance sheet 
Add charge-back for NSF check (see [1])
Less officer’s note receivable (reported in other assets)
Corrected balance
$345,700
2,000
(30,000)
$317,700
[3] Investments, per unaudited balance sheet
Less: Long-term investment (reported separately)
Treasury stock (reported in stockholders’ equity)
Corrected balance
$ 57,700 
(51,300) 
(6,400)
$ 0
[4] Land, per unaudited balance sheet
Less land acquired for future building site (reported in other assets)
Corrected balance
$450,000
(250,000)
$200,000
[5] Accounts payable, per unaudited balance sheet 
Less unrecorded payments (see [1])
Corrected balance
$133,800
(14,000)
$119,800
[6] Mortgage payable, per unaudited balance sheet 
Less current portion ($50,000 x  2)
Refinanced as long-term mortgage payable
$900,000
( 100,000)
$800,000
[7] Note payable, per unaudited balance sheet 
Less current portion
Long-term note payable
$500,000
(100,000)
$400,000
[8] Income taxes payable, per unaudited balance sheet 
Less prepaid income taxes
Corrected balance
$61,200
(40,000)
$21,200
[9] Common stock, per unaudited balance sheet
Less additional paid-in capital in excess of par value 
Corrected balance
$2,231,000
(231,000)
$2 ,000,000
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Answer 5 (10 points)
a. Linden Consulting Associates 
STATEMENT OF CASH FLOWS
For the Year Ended December 31, 1989 
Increase (Decrease) in Cash
Cash flows from operating activities:
Cash received from customers 
Cash paid to suppliers and employees 
Dividends received from affiliate
Net cash provided by operating activities
Cash flows from investing activities: 
Purchased property and equipment
Cash flows from financing activities: 
Principal payment of mortgage payable 
Proceeds for admission of new partner 
Drawings against partners’ capital accounts
Net cash used in financing activities
Net increase in cash
Cash at beginning of year
Cash at end of year
$ 2,586,000 
(1,830,000) 
96,000
[1]
[2]
(20,000)
340,000
(630,000)
$ 852,000 
(170,000)
(310,000)
372,000
280,000
$ 652,000
Explanation o f amounts:
[1] Fee revenue
Less ending accounts receivable balance 
Add beginning accounts receivable balance
$2,664,000
(446,000)
368,000
$2,586,000
[2] Operating expenses 
Less: Depreciation
Ending accounts payable balance
Add beginning accounts payable balance
$ 60,000 
320,000
$1,940,000
(380,000)
270,000
$1,830,000
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b.
Reconciliation of net income to net cash provided by operating activities;
Accounting Practice — Part I
Net income
Adjustments to reconcile net income to net cash 
provided by operating activities:
Depreciation and amortization 
Undistributed earnings of affiliate 
Change in assets and liabilities:
Increase in accounts receivable
Increase in accounts payable and accrued expenses
Total adjustments
Net cash provided by operating activities
$ 64,000
(84,000) [1]
(78,000) 
50,000
$900,000
(48,000)
$852,000
[1] Linden’s share of Zach, Inc.’s:
Reported net income for 1989 (25% X $720,000) 
Cash dividends paid for 1989 (25% of $384,000)
Undistributed earnings for 1989
$180,000
96,000
$ 84,000
c. Linden Consulting Associates
ANALYSIS OF CHANGES IN PARTNERS’ CAPITAL ACCOUNTS
For the Year Ended December 31, 1989
Total Garr Pat Scott
Balance, December 31, 1988 $1,700,000 $1,020,000 $680,000 $ -
Capital investment 340,000 — — 340,000
Allocation of net income 900,000 450,000 270,000 180,000
Balance before drawings 2,940,000 1,470,000 950,000 520,000
Drawings 630,000 280,000 200,000 150,000
Balance, December 31, 1989 $2,310,000 $1,190,000 $750,000 $370,000
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Answer 1 (10 points)
ANSWERS TO EXAMINATION 
ACCOUNTING PRACTICE -  PART II
November 8, 1990; 1:30 P.M. to 6:00 P.M.
Answer 2 (10 points) Answer 3 (10 points)
1. d 11. d 21. b 31. b 41. a 51. d
2. d 12. c 22. a 32. d 42. d 52. c
3. c 13. a 23. c 33. c 43. d 53. a
4. a 14. c 24. a 34. c 44. c 54. b
5. b 15. d 25. a 35. b 45. a 55. b
6. c 16. d 26. c 36. b 46. b 56. c
7. b 17. b 27. c 37. d 47. c 57. d
8. d 18. c 28. b 38. b 48. a 58. d
9. a 19. a 29. d 39. a 49. b 59. d
10. a 20. d 30. c 40. a 50. a 60. a
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 1 2 13 14 15 16 17 18 19 20
Score 0 1½ 2 2 ½ 3 3 ½ 4 4½ 5 5½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9½ 10 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 2 ½ 3 3½ 4 4½ 5 5 ½ 6 6 ½ 7 7½ 8 9 9½ 10 10 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
64
Accounting Practice — Part II
Answer 4 (10 points)
Candidate’s No. 
State__________
Question No. 4 Page
a. Esa, Inc.
WORKSHEET TO CONVERT 
BOOK AMOUNTS TO TAX RETURN AMOUNTS
For the Year Ended December 31, 1989
Per books Adjustments
S Corporation 
tax return Schedule K-1
Income
Sales 500,000 500,000
Cost of goods sold 300,000 300,000
Gross profit 200,000 200,000
Deductions
Compensation of officer 90,000 90,000
Uncollectible accounts 7,000 ( 5,100) 1,900
Taxes 25,000 ( 2,600) 22,400 2,200
Depreciation 14,000 (10,000) 4,000 10,000
Contributions 5,000 ( 5,000) 5,000
Employee benefit programs 19,000 ( 6,000) 13,000 6,000
Amortization of organization costs 300 300
Other 20,700 ( 8,000) 12,700
Total deductions 181,000 (36,700) 144,300
Operating income 19,000 36,700 55,700 55,700
Net rental revenue 18,000 18,000 18,000
Portfolio revenue
Interest 5,600 5,600 5,600
Dividends 3,000 3,000 3,000
Short-term capital gain 9,000 9,000 9,000
Total income 54,600
b. The due date for the filing of Esa’s 1989 S Corporation Income Tax Return is March 15, 1990.
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Answer 5 (10 points)
a .1.
Examination Answers — November 1990
Lond Co.
TOTAL GROSS MARGIN
For the Year Ended December 31, 1989
Jana Reta Total
Sales $200,000 $300,000 $500,000
Cost of sales
Joint costs ($236,000 — $6,000) 
Separable costs 210,000
230,000
210,000
Total costs
Total gross margin (12%) 
a.2. Lond Co.
ALLOCATION OF JOINT COSTS
For the Year Ended December 31, 1989
Jana Reta
440,000 
$ 60,000
Total
Sales $200,000 $300,000 $500,000
Less gross margin (12%) 24,000 36,000 60,000
Less separable costs 210,000 210,000
Total deductions 24,000 246,000 270,000
Joint costs $176,000 $ 54,000 $230,000
a.3. Lond Co.
PRODUCT GROSS MARGINS
For the Year Ended December 31, 1989
Jana Reta Total
Sales $200,000 $300,000 $500,000
Cost of sales 
Joint costs 176,000 54,000 230,000
Separable costs 210,000 210,000
Total costs 176,000 264,000 440,000
Gross margins $ 24,000 $ 36,000 $ 60,000
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Answer 5 (continued) 
b.
Sales
Accounting Practice — Part II
Lond Co.
COMPUTATION OF BREAKEVEN POINT 
IN POUNDS
For the Year Ended December 31, 1989
Jana $200,000
Reta 300,000
Bynd 11,000 $511,000
Variable costs
Joint $ 88,000
Reta 120,000
Bynd 3,000 211,000
Contribution margin $300,000
Contribution margin per pound $300,000
100,000
= $3.00
Fixed costs
Joint $148,000
Reta 90,000
Bynd 2,000
Total fixed costs $240,000
Breakeven point in pounds $240,000
$3
= 80,000
c . 1. Lond Co.
PROJECTED PRODUCTION IN POUNDS 
AT FULL CAPACITY
For the Year Ending December 31, 1990
Jana Reta Bynd Total
Pounds of production for the
year ended December 31, 1989 50,000 40,000 10,000 100,000
Projected increases
Jana .5 X 20,000 10,000
Reta .4 X 20,000 8,000
Bynd .1 x 20,000 2,000
Total increase 20,000
Projected pounds of production
at full capacity 60,000 48,000 12,000 120,000
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Answer 5 (continued)
C.2. Lond Co.
DIFFERENTIAL REVENUES (EXCLUDING RETA)
For the Year Ending December 31, 1990
Increase in sales of Jana at full capacity 
Projected sales for 1990 (60,000 pounds @ $3.40) 
Sales of Jana for 1989 (50,000 pounds @ $4.00)
Decrease in sales of Bynd at full capacity 
Projected sales for 1990 (12,000 pounds @ $0.90) 
Sales of Bynd for 1989 (10,000 pounds @ $1.10)
Net increase in sales (excluding Reta)
$204,000
200,000
$ 10,800
11,000
$4,000
200
$3,800
C.3. Lond Co.
DIFFERENTIAL COSTS
For the Year Ending December 31, 1990
Joint [(120,000-100,000)X($88,000/100,000)] 
Reta [(48,000 -40,000) X ($120,000/40,000)] 
Bynd [(12,000-10,000)X($3,000/10,000)]
Increase in differential costs
$17,600
24,000
600
$42,200
C.4. Lond Co.
SALES PRICE REQUIRED PER POUND OF RETA 
IN 1990
TO ACHIEVE TOTAL 1989 GROSS MARGIN
Sales of Reta for 1989
Projected 1990 net increase in differential costs 
Recovery required from Reta
Sales price required per pound of Reta 
$338,400/48,000 = $7.05
$300,000
38,400
$338,400
PROOF 
(Not Required)
Jana Reta Joint Total
Projected 1990 sales $204,000 $338,400 $542,400
Fixed costs 
Variable costs
90,000 $148,000 238,000
(20% higher than in 1989) 
Less Bynd’s net realizable value 
($10,800 -2 ,000  -  3,600) 
Total costs
Gross margin (1990 and 1989)
144,000 105,600 249,600
(5,200) 
482,400 
$ 60,000
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Answer 1 (60 points)
ANSWERS TO EXAMINATION 
AUDITING
November 8, 1990; 8:30 A.M. to 12:00 M.
1. a 11 . b 21. c 31. c 41. b 51. d
2. c 12. b 22. a 32. c 42. d 52. d
3. d 13. a 23. d 33. b 43. d 53. b
4. d 14. d 24. c 34. c 44. d 54. d
5. a 15. a 25. d 35. c 45. c 55. b
6. b 16. c 26. c 36. a 46. a 56. c
7. a 17. c 2 7 . a or b 37. d 47. b 57. a
8. a 18. a 28. d 38. a 48. c 58. a
9. d 19. a 29. d 39. d 49. a 59. a
10. b 20. c 30. b 40. c 50. c 60. b
The scores for the multiple choice questions were determined in accordance with the following scales:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60
69
Examination Answers — November 1990
Answer 2 (10 points)
a. The procedures Hall should perform before accept­
ing the engagement include the following:
1. Hall should explain to Adams the need to make 
an inquiry of Dodd and should request permission to do so.
2. Hall should ask Adams to authorize Dodd to 
respond fully to Hall’s inquiries.
3. If Adams refuses to permit Dodd to respond or 
limits Dodd’s response, Hall should inquire as to the reasons 
and consider the implications in deciding whether to accept 
the engagement.
4. Hall should make specific and reasonable inquiries 
of Dodd regarding matters Hall believes will assist in deter­
mining whether to accept the engagement, including specific 
questions regarding.
• Facts that might bear on the integrity of management;
• Disagreements with management as to accounting 
principles, auditing procedures, or other similarly 
significant matters;
• Dodd’s understanding as to the reasons for the change 
of auditors.
5. If Hall receives a limited response, Hall should 
consider its implications in deciding whether to accept the 
engagement.
b. The additional procedures Hall should consider per­
forming during the planning phase of this audit that would 
not be performed during the audit of a continuing client 
may include the following:
1. Hall may apply appropriate auditing procedures 
to the account balances at the beginning of the audit period 
and, possibly, to transactions in prior periods.
2. Hall may make specific inquiries of Dodd regard­
ing matters Hall believes may affect the conduct of the audit, 
such as
• Audit areas that have required an inordinate amount 
of time;
• Audit problems that arose from the condition of the 
accounting system and records.
3. Hall may request Adams to authorize Dodd to 
allow a review of Dodd’s working papers.
4. Hall should document compliance with firm policy 
regarding acceptance of a new client.
5. Hall should start obtaining the documentation 
needed to create a permanent working paper file.
Answer 3 (10 points)
a. For purposes of an audit of financial statements, an 
entity’s internal control structure consists of the three 
following elements:
• The control environment
• The accounting system
• Control procedures
b. In planning an audit, the knowledge obtained from an 
auditor’s understanding of the elements of an entity’s 
internal control structure should be used to:
• Identify types of potential misstatements.
• Consider factors that affect the risk of material 
misstatement.
• Design substantive tests.
c. An auditor may assess control risk at the maximum 
level for some or all assertions because the auditor believes 
policies and procedures are unlikely to pertain to an asser­
tion, are unlikely to be effective, or because evaluating 
their effectiveness would be inefficient.
d. To support assessing control risk at less than the max­
imum level, an auditor must determine whether the policies 
and procedures are suitably designed to prevent or detect 
material misstatements in specific financial statement asser­
tions and obtain evidence that the policies and procedures 
are operating effectively.
70
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The substantive audit procedures Kane should apply to 
Star’s trade accounts payable balances include the 
following:
Answer 4 (10 points)
Foot the schedule of the trade accounts payable. 
Agree the total of the schedule to the general ledger 
trial balance.
Compare a sample of individual account balances from 
the schedule with the accounts payable subsidiary 
ledger.
Compare a sample of individual account balances from 
the accounts payable subsidiary ledger with the 
schedule.
Investigate and discuss with management any old or 
disputed payables.
Investigate debit balances and, if significant, consider 
requesting positive confirmations and propose 
reclassification of the amounts.
Review the minutes of board of directors’ meetings 
and any written agreements and inquire of key 
employees as to whether any assets are pledged to col­
lateralize payables.
Performing cut-off tests.
Performing analytical procedures.
Confirm or verify recorded accounts payable balances by:
Reviewing the voucher register or subsidiary accounts 
payable ledger and consider confirming payables of 
a sample of vendors.
Requesting a sample of vendors to provide statements 
of account balances as of the date selected.
Investigating and reconciling differences discovered 
during the confirmation procedures.
Testing a sample of unconfirmed balances by examining 
the related vouchers, invoices, purchase orders, and 
receiving reports.
Perform a search for unrecorded liabilities by:
• Examining files of receiving reports unmatched with 
vendors’ invoices, searching for items received before 
the balance sheet date but not yet billed or on the 
schedule,
• Inspecting files of unprocessed invoices, purchase 
orders, and vendors’ statements.
• Reviewing support for the cash disbursements jour­
nal, the voucher register, or canceled checks for 
disbursements after the balance sheet date to identify 
transactions that should have been recorded at the 
balance sheet date, but were not.
• Inquiring of key employees about additional sources 
of unprocessed invoices or other trade payables.
Deficiencies in the report on the compiled financial
statements are as follows:
Within the first paragraph
• The financial statements are not properly identified.
• Standards established by the AICPA should be referred to.
• The expression ‘‘to obtain limited assurance’’ should 
not be used.
Within the second paragraph
• The information is not stated to be the representation 
of management,
• The phrase “ less in scope than an audit’’ is 
inappropriate.
• Reference to the financial statements not being 
reviewed is omitted.
• Reference to ‘‘any other form of assurance’’ is omitted.
Within the third paragraph
• Reference to the omission of the statement of cash flows 
is omitted,
• There should be a statement that the financial statements 
are not designed for those uninformed about the omit­
ted disclosures.
• It is inappropriate to refer to changes in financial 
position.
Within the fourth paragraph
• The reason for the accountant’s lack of independence 
should not be described.
Inclusion of the fifth paragraph is inappropriate.
The accountant’s compilation report is not dated
October 25, 1990.
Answer 5 (10 points)
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Answer 1 (60 points)
ANSWERS TO EXAMINATION 
BUSINESS LAW 
(Commercial Law)
November 9, 1990; 8:30 A.M. to 12:00 M.
1. c 11. a 21. a 31. d 41. c 51. b
2. b 12. c 22. d 32. d 42. d 52. d
3. a 13. c 23. c 33. c 43. d 53. b
4. c 14. b 24. b 34. a 44. c 54. a
5. a 15. d 25. b 35. d 45. a 55. c
6. a 16. b 26. d 36. b 46. d 56. d
7. b 17. b 27. b 37. d 47. c 57. a
8. c 18. b 28. c 38. c 48. a 58. a
9. b 19. a 29. d 39. b 49. b 59. d
10. d 20. d 30. d 40. a 50. d 60. c
The scores for the multiple choice questions were determined in accordance with the following scales:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60
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Business Law
Snow’s assertion that Jacobs’ acceptance was not 
received on a timely basis is incorrect. Jacobs’ January 31 
acceptance was effective when dispatched (mailed) under 
the complete-when-posted doctrine because:
• The letter was an authorized means of communication 
(because Snow’s offer was by mail); and
• The letter was properly stamped and addressed.
Therefore, Jacobs’ acceptance was effective on 
January 31, the last possible day under Snow’s January 21 
offer.
Snow’s assertion that the January 21 offer was 
effectively revoked is incorrect because a revocation is not 
effective until received. In this case, the revocation was ef­
fective on February 3, and Jacobs’ acceptance was effective 
on January 31.
Snow’s assertion that Jacobs’ failure to sign the 
January 31 acceptance prevents the formation of a contract 
is incorrect. The Statute of Frauds, which applies to con­
tracts involving interests in real estate, requires only the 
signature of the party to be charged with enforcement of 
the contract. Therefore, because Snow had signed the 
January 21 offer, which was accepted by Jacobs, the con­
tract is enforceable against Snow.
Snow’s assertion that Jacobs had no right to assign the 
contract is incorrect. Contract rights, including the right 
to purchase real estate, are generally assignable unless the 
assignment:
• Would materially increase the risk or burden of the 
obligor;
• Purports to transfer highly personal contract rights;
• Is validly prohibited by the contract; or
• Is prohibited by law.
None of these limitations applies to the assignment by 
Jacobs to Eljay.
Answer 2 (10 points)
a. Peterson was acting for an undisclosed principal 
(Prime) with regard to the contract with Hallow. Peterson 
was acting with actual authority; therefore, Prime is liable 
to Hallow. Peterson is also liable to Hallow because agents 
acting on behalf of undisclosed principals are liable to the 
third parties on the contracts they enter into with such third 
parties on behalf of the principal. Hallow, however, can­
not collect damages from both Peterson and Prime and must 
make an election between them.
b. At the time of the accident, Peterson was acting within 
the scope of employment because the conduct engaged in 
(that is, entering into a contract with Hallow) was authorized 
by Prime. Prime, therefore, will be liable to Mathews 
because the accident occurred within the scope of Peterson’s 
employment.
Peterson will also be liable to Mathews because all per­
sons are liable for their own negligence.
c. Peterson’s actual authority to enter into contracts on 
Prime’s behalf ceased on termination of employment by 
Prime. Peterson, however, continued to have apparent 
authority to bind Prime because:
• Peterson was acting ostensibly within the scope of 
authority as evidenced by past transactions with Bagley;
• Bagley was unaware of Peterson’s termination.
The trade journal announcement was not effective 
notice to terminate Peterson’s apparent authority in rela­
tion to Bagley because:
• Prime was obligated to give actual notice to Bagley that 
Peterson was no longer employed;
• Actual notice is required because of Bagle’s past con­
tact with Peterson while Peterson was employed by 
Prime.
Answer 3 (10 points)
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Answer 4 (10 points) Answer 5 (10 points)
a. Under the UCC Sales Article, the contract between 
Pharo and Secure creates the following implied warranties:
• Implied warranty of merchantability;
• Implied warranty of fitness for a particular purpose;
• Implied warranty of title.
The implied warranty of merchantability requires the 
tug to be merchantable; that is, fit for the ordinary purpose 
intended. It is probable that the tug was fit for such ordinary 
purposes and, therefore, the implied warranty of merchant­
ability was not breached.
The implied warranty of fitness for a particular purpose 
requires that the tug be fit for the particular purpose for 
which it was purchased. To show that the implied warranty 
of fitness for a particular purpose is present as a result of 
the contract, Pharo must show that:
• Secure knew of the particular needs of Pharo;
• Pharo relied on Secure to select a suitable tug;
• Secure knew that Pharo was relying on Secure to select 
a tug suitable for Pharo’s needs.
The implied warranty of fitness for a particular pur­
pose has been breached because the tug was not suitable 
for Pharo’s particular needs (i.e., to move airplanes 
weighing up to 10,000 pounds).
The implied warranty of title requires that:
• Secure have good title;
• The transfer to Pharo would be rightful;
• The tug would be delivered free  from any security 
interest or other lien.
Kast’s assertion that the computer was purchased from 
Wizard free of National’s security interest is correct. Kast, 
as a buyer in the ordinary course, purchased the computer 
free of any security interest given by Wizard. The fact that 
Kast was aware of the existence of National’s security in­
terest does not affect this conclusion.
Marc’s assertion that the computer was purchased from 
Kast free of Wizard’s security interest is correct. Marc pur­
chased the computer from Kast free of Wizard’s security 
interest because:
• Marc had no knowledge of the security interest;
• Marc was buying the computer for household use;
• Wizard’s security interest had not been perfected by 
filing prior to Marc’s purchase.
Marc’s assertion that Alcor’s security interest is 
unenforceable against Marc because Alcor failed to file a 
financing statement is incorrect. On attachment of Alcor’s 
security interest, it became enforceable against Marc. 
Attachment has occurred because:
• The secured party (Alcor) gave value;
• The debtor (Marc) has rights in the collateral;
• The debtor (Marc) has executed and delivered a 
security agreement covering the collateral to the 
creditor (Alcor).
Alcor’s failure to perfect its security interest has no 
effect on the enforceability of the security interest against 
Marc.
The implied warranty of title has been breached 
because Maco was the rightful owner.
b. Maco will not be entitled to recover the tug from Pharo 
because:
• Maco had entrusted the tug to Secure, which deals in 
similar goods;
• That, as a result of such entrustment, Secure had the 
power to transfer Maco’s rights to the tug to a buyer 
in the ordinary course of business;
• Pharo was a buyer in the ordinary course of business 
because Pharo purchased the tug in good faith and 
without knowledge of Maco’s ownership interest.
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Answer 1 (60 points)
ANSWERS TO EXAMINATION 
ACCOUNTING THEORY 
(Theory of Accounts)
November 9, 1990; 1:30 to 5:00 P.M.
1. a 11. b 21. d 31. a 41. a 51. a
2. c 12. d 22. a 32. c 42. c 52. a
3. a 13. a 23. a 33. c 43. b 53. c
4. d 14. d 24. d 34. b 44. d 54. a
5. b 15. a 25. c 35. d 45. a 55. b
6. d 16. a 26. c 36. b 46. b 56. c
7. c 17. c 27. b 37. b 47. b 57. d
8. b 18. c 28. a 38. a 48. d 58. d
9. c 19. c 29. d 39. d 49. c 59. d
10. b 20. b 30. c 40. a 50. d 60. b
The scores for the multiple choice questions were determined in accordance with the following scales:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 50 51 52 53 54 55 56 57 58 59 60 60 60 60 60 60 60 60 60 60
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a. Under the cost method, the investor recognizes 
dividends as income when received. Under the equity 
method, an investor recognizes as income its share of an 
investee’s earnings or losses in the periods in which they 
are reported by the investee. The amount recognized as 
income is adjusted for any change in the difference between 
investment cost and underlying equity in net assets at the 
investment date. The equity method is more consistent with 
accrual accounting than is the cost method, because the 
equity method recognizes income when earned rather than 
when dividends are received.
b. Monroe should have assessed whether it could have 
exerted significant influence over Grumer’s operating and 
financial policies. Monroe did not own 20% or more of 
Grumer’s voting stock (which would have given the 
refutable presumption that it could exercise significant 
influence); however, the ability to exercise significant 
influence may be indicated by other factors such as 
Monroe’s provision of three key management personnel 
and purchase of 25% of Grumer’s output.
c. On becoming a 30% owner of Grumer, Monroe should 
use the equity method to account for its investment. As 
of January 2, 1990, Monroe’s investment and retained 
earnings accounts must be adjusted retroactively to show 
balances as if the equity method had been used from the 
initial purchase date. Both accounts should be increased 
by 18% of Grumer’s undistributed income since forma­
tion. [In this case, no adjustment to the undistributed income 
is necessary since the stock was issued at its book value 
which was assumed to approximate its fair value.]
Answer 2 (10 points) Answer 3 (10 points)
a. The two alternative accounting methods to account for 
long-term construction contracts are the percentage-of- 
completion method and the completed-contract method. 
The percentage-of-completion method must be used if both 
of the following conditions are met at the statement date:
• Reasonable estimates of profitability at completion.
• Reliable measures of progress toward completion.
If one or both of these conditions are not met at the 
statement date, the completed-contract method must be 
used.
b. The Ski Park contract must be accounted for by the 
percentage-of-completion method. Eighty percent of the 
estimated total income on the contract should be recognized 
as of December 31, 1989. Therefore, the 1989 income to 
be recognized will equal 80% of the estimated total income 
less the income reported under the contract in 1988.
The Nassu Village contract must be accounted for by 
the completed-contract method. Therefore no income or 
loss is recognized in 1989 under this contract.
c. The receivable on the Ski Park contract should be 
reported as a current asset. If costs plus gross profit to date 
exceed billings, the difference should be reported as a 
current asset. If billings exceed cost plus gross profit to 
date, the difference should be reported as a current liability.
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Answer 4 (10 points)
Accounting Theory
Answer 5 (10 points)
a. The costs of research equipment used exclusively for 
Trouver would be reported as research and development 
expenses in the period incurred.
The costs of research equipment used on both Trouver 
and future research projects would be capitalized and shown 
as equipment (less accumulated depreciation) on the balance 
sheet. An appropriate method of depreciation should be 
used. Depreciation on capitalized research equipment 
should be reported as a research and development expense.
b. 1. Matching refers to the process of expense recogni­
tion by associating costs with revenues on a cause and effect 
basis.
2. Research and development costs are usually 
expensed in the period incurred and may not be matched 
with revenues. This accounting treatment is justified by 
the high degree of uncertainty regarding the amount and 
timing of future benefits. A direct relationship between 
research and development costs and future revenues 
generally cannot be demonstrated.
c. Corporate headquarters’ costs allocated to research and 
development would be classified as general and 
administrative expenses in the period incurred, because 
they are not clearly related to research and development 
activities.
d. On Clonal’s statement of cash flows, the legal expenses 
incurred in defending the patent should be reported under 
investing activities in the period paid.
a. Gunpowder’s stock option measurement date is 
January 2, 1987. The stock option measurement date is 
the first date on which the employer knows both:
• The number of shares that an individual is entitled to 
receive, and
• The option or purchase price.
b. The compensation expense for 1987 is equal to the 
market price of Gunpowder’s stock on January 2, 1987, 
less the option price, times the number of options out­
standing times one-half.
c. When options are forfeited, compensation expense, 
contributed capital-stock options, and deferred compen­
sation (if used) are all decreased. This is necessary because 
the total compensation expense is less than that estimated 
in 1987.
d. Cash was increased by the stock option price [90% 
of the quoted market price on January 2 ,  1987] multiplied 
by the number of shares issued. Retained earnings was 
reduced by the compensation expense recorded in 1987 
and 1988. Contributed capital was increased by the balanc­
ing amount for the above entries.
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HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA 
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section 
has been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right-hand column are designated as follows: The question numbers for the Accounting Prac­
tice section are followed by I for Part I and II for Part II. The letter M following question numbers indicates a multiple choice 
item. For example, the reference 17M-I means multiple choice item number 17 for Accounting Practice Part I; the reference 5-I 
means problem number 5 for Accounting Practice Part I. For the Auditing, Business Law, and Accounting Theory sections, absence 
o f the letter M indicates an essay question number.
Accounting Practice — Content Specification Outline
I. Presentation of Financial Statements or Worksheets.
A. Balance Sheet....................................................................4-I
B. Income Statement.............................................................
C. Statement of Cash F low s.................................................5-I
D. Statement of Owners’ Equity ..........................................
E. Consolidated Financial Statements or W orksheets.......
II. Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account­
ing Principles.
A. Cash, Marketable Securities, and Investments............1M-I,2M-I,3M-I,4M-I
B. Receivables and A ccruals...............................................5M-I,6M-I,1M-II,3M-II,9M-II
C. Inventories ........................................................................ 7M-I,8M-I
D. Property, Plant, and Equipment Owned or Leased......2M-II,4M-II,5M-II,13M-II
E. Intangibles and Other A ssets......................................... 9M-I,14M-II,17M-II,19M-II
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With Generally Accepted Accounting 
Principles.
A. Payables and A ccruals.................................................... 10M-I,11M-I,12M-I,13M-I,14M-I,15M-I,16M-I
B. Deferred Revenues........................................................... 17M-I,18M-I
C. Deferred Income Tax Liabilities..................................... 19M-I,20M-I
D. Capitalized Lease Liability.............................................. 21M-I,22M-I
E. Bonds Payable................................................................... 23M-I,24M-I,25M-I,26M-I,27M-I
F. Contingent Liabilities and Commitments.......................28M-I,30M-I
IV. Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted 
Accounting Principles.
A. Preferred and Common S tock........................................
B. Additional Paid-in C apital...............................................
C. Retained Earnings and Dividends...................................
D. Treasury Stock and Other Contra Accounts................29M-I
E. Stock Options, Warrants, and R ights............................
F. Reorganization and Change in E n tity ............................ 31M-I
G. Partnerships .......................................................................
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Index
V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to Generally Accepted Accounting 
Principles.
A. Revenues and G ains.......................................................... 32M-I,33M-I,34M-I,35M-I,36M-I,37M-I,38M-I,39M-I,
6M-II,15M-II,20M-II
B. Expenses and L osses........................................................ 40M-I,41M-I,42M-I,43M-I,44M-I,45M-I,46M-I,47M-I,
8M-II, 10M-II, 11M-II, 12M-II
C. Provision for Income T a x ............................................... 48M-I,7M-II
D. Recurring Versus Nonrecurring Transactions and
Events .................................................................................49M-I,50M-1
E. Accounting Changes.........................................................51M-I
F. Earnings Per S hare .......................................................... 52M-I
VI. Other Financial Topics.
A. Disclosures in Notes to the Financial Statements........ 53M-I,54M-I
B. Accounting Policies.........................................................
C. Nonmonetary Transactions..............................................18M-II
D. Interim Financial Statements........................................... 55M-I
E. Historical Cost, Constant Dollar Accounting, and
Current C o s t......................................................................
F. Gain Contingencies........................................................... 56M-I
G. Segments and Lines of Business....................................
H. Employee Benefits............................................................16M-II
I. Analysis of Financial Statements.....................................57M-I
J. Development Stage Enterprises...................................... 58M-I
K. Personal Financial Statements.........................................59M-I
L. Combined Financial Statements...................................... 60M-I
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elem ents.................................................
B. Process and Job Order C osting......................................
C. Standard C osting...............................................................
D. Joint and By-Product Costing, Spoilage,
Waste, and Scrap ..............................................................5-II
E. Absorption and Variable Costing...................................
F. Budgeting and Flexible Budgeting.................................
G. Breakeven and Cost-Volume-Profit Analysis................5-II
H. Capital Budgeting Techniques........................................
I. Performance A nalysis......................................................
J. Other .................................................................................. 5-n
VIII. Not-for-Profit and Governmental Accounting.
A. Fund Accounting................................................................46M-II,50M-II,51M-n,54M-II,55M-II,56M-n,57M-II
B. Types of Funds and Account G roups............................ 41M-II,42M-II,43M-II,44M-II,55M-II,47M-II,48M-II,
49M-II,52M-II,53M-II
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations..............................58M-II,59M-II,60M-II
D. Various Types of Not-for-Profit and
Governmental Organizations ...........................................
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Index
IX. Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income ............................................................................... 25M-II,26M-II,27M-II
B. Exclusions and Adjustments to Arrive at Adjusted
Gross Incom e....................................................................
C. Gain or Loss on Property Transactions........................... 28M-II,29M-II,30M-II
D. Deductions from Adjusted Gross Incom e.......................31M-II,32M-II,33M-II,34M-II
E. Filing Status and Exemptions..........................................24M-II
F. Tax Computations and C redits.......................................23M-II
G. Statute of Limitations.......................................................21M-II,22M-II
H. Estate and Gift Taxation and Income Taxation of
Estates and T rusts ............................................................ 35M-II,36M-II,37M-II,38M-II,39M-II,40M-II
X. Federal Taxation — Corporations, Partnerships, and 
Exempt Organizations.
A. Determination of Taxable Income or L o ss ....................
B. Tax Computations and C redits.......................................
C. S Corporations................................................................. 4-II
D. Personal Holding Companies..........................................
E. Accumulated Earnings T a x ............................................
F. Distributions ......................................................................
G. Tax-Free Incorporation...................................................
H. Reorganizations ................................................................
I. Liquidations and Dissolutions........................................
J. Formation of Partnership................................. ...............
K. Basis of Partner’s In terest...............................................
L. Determination of Partner’s Taxable Income and
Partner’s Elections............................................................
M. Accounting Periods of Partnership and Partners..........
N. Partner Dealing With Own Partnership.........................
O. Treatment of Liabilities...................................................
P. Distribution of Partnership A ssets.................................
Q. Termination of Partnership..............................................
R. Types of Organizations....................................................
S. Requirements for Exemption..........................................
T. Unrelated Business Incom e.............................................
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I. Professional Responsibilities.
A. General Standards and Code of Professional Conduct .37M,39M,40M
B. Control of the A ud it........................................................ 2,36M
C. Other Responsibilities..................................................... 38M
II. Internal Control.
A. Definitions and Basic Concepts.....................................41M,42M
B. Consideration of the Internal Control Structure.......... 3,43M,44M,45M,46M,47M
C. Cycles .................................................................................48M,49M,50M,51M,52M,53M,54M
D. Other Considerations.......................................................55M,56M,57M,58M,59M,60M
III. Evidence and Procedures.
A. Audit Evidence.................................................................16M,17M,18M,19M,20M,21M,22M,23M
B. Specific Audit Objectives and Procedures.................... 4,24M,25M,26M,27M
C. Other Specific Audit Topics...........................................28M,29M,30M,31M,32M,33M,34M,35M
D. Review and Compilation Procedures.............................
IV. Reporting.
A. Reporting Standards and Types of Reports.................. 5,1M,2M,3M,4M,5M,6M,7M,8M,9M,10M,11M,
12M,13M,14M
B. Other Reporting Considerations..................................... 15M
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I. The CPA and the Law.
A. Common Law Liability to Clients
and Third Persons.............................................................1M,2M,3M,4M,5M
B. Federal Statutory L iability.............................................. 6M,7M,8M
C. Workpapers, Privileged Communication, and
Confidentiality.....................................................................9M, 10M
II. Business Organizations.
A. Agency ............................................................................... 3
B. Partnerships and Joint Ventures...................................... 11M,12M,13M,14M
C. Corporations ......................................................................15M,16M,17M,18M
D. Estates and T rusts .............................................................19M,20M
III. Contracts.
A. Offer and Acceptance.......................................................2
B. Consideration .................................................................... 21M
C. Capacity, Legality, and Public Policy ...........................22M
D. Statute of F rauds............................................................... 2
E. Statute of Limitations......................................................
F. Fraud, Duress, and Undue Influence..............................2,23M
G. Mistake and Misrepresentation.......................................
H. Parol Evidence R u le .........................................................
I. Third Party R ights............................................................ 24M
J. Assignments........................................................................2
K. Discharge, Breach, and Rem edies..................................25M
IV. Debtor-Creditor Relationships.
A. Suretyship ..........................................................................26M
B. Bankruptcy ......................................................................... 27M,28M,29M,30M,31M,32M,33M,34M,35M
V. Government Regulation of Business.
A. Regulation of Employment................... ..........................36M,37M,38M
B. Federal Securities A c ts .................................................... 39M,40M,41M,42M,43M,44M,45M
VI. Uniform Commercial Code.
A. Commercial P aper............................................................ 46M,47M,48M,49M
B. Documents of Title and Investment Securities............. 50M
C. Sales ................................................................................... 4
D. Secured Transactions........................................................ 5
VII. Property.
A. Real and Personal Property............................................. 51M,52M,53M,56M
B. Mortgages ..........................................................................54M,55M,58M,59M
C. Fire and Casualty Insurance............................................57M,60M
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I. General Concepts, Principles, Terminology, Environment, 
and Other Professional Standards.
A. Authority of Pronouncements........................................
B. Conceptual Framework................................................... 1M
C. Basic Concepts and Accounting Principles................... 2,3,4,5
D. Nature and Purpose of Basic Financial Statements......2,3,4,5
E. Consolidated Financial Statements................................. 2M
F. Historical Cost, Constant Dollar, Current Cost, and
Other Accounting Concepts............................................ 11M
II. Measurement, Valuation, Realization, and Presentation 
of Assets in Conformity With GAAP.
A. Cash, Marketable Securities, and Investments............ 2,6M
B. Receivables and A ccruals............................................... 3,18M
C. Inventories ..........................................................................15M,16M,17M
D. Property, Plant, and Equipment Owned or L eased ......4,13M
E. Intangibles and Other A ssets......................................... 4 ,21M
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With GAAP.
A. Payables and Accruals..................................................... 20M,22M
B. Deferred Revenues...........................................................23M,24M
C. Deferred Income Tax Liabilities.....................................27M
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E. Bonds Payable................................................................... 29M,30M,31M
F. Contingent Liabilities and Commitments.......................35M
IV. Ownership Structure, Presentation, and Valuation of 
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A. Preferred and Common S tock .........................................5
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C. Retained Earnings and Dividends................................... 5,32M,36M
D. Treasury Stock and Other Contra Accounts................. 33M
E. Stock Options, Warrants, and R ights............................
F. Reorganization and Change in E n tity ............................
G. Partnerships .......................................................................40M
V. Measurement and Presentation of Income and Expense 
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A. Revenues and G ains......................................................... 2,3,26M,37M,39M
B. Expenses and L osses........................................................ 4,5,14M,19M
C. Provision for Income T a x ....................................... ....... 28M
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CONTRIBUTORS TO TH IS UNIFORM CPA EXAMINATION
The Board of Examiners expresses its gratitude to the following contributors of questions appearing in 
the November 1990 examination.
*ALAN M. ANNIS, Kansas Department o f  Revenue, Topeka 
*DENNIS R. EILERT, Milton, WA
*Sheryl Feltner , Kansas Department o f Administration, Topeka 
ALBERT K. FRANCISCO, Friday Harbor, WA
♦Question submitted while a student of Professor Walter F. James, Washburn University of Topeka.
FUTURE CPA EXAMINATION DATES
1991 -  May 8, 9, 10 1995 -  May 3, 4 1998 -  May 6, 7
November 6, 7, 8 November 1, 2 November 4, 5
1992 — May 6, 7, 8 1996 -  May 8, 9 1999 — May 5, 6
November 4, 5, 6 November 6, 7 November 3, 4
1993 — May 5, 6, 7 1997 -  May 7, 8 2000 — May 3, 4
November 3, 4, 5 November 5, 6 November 1, 2
1994 — May 4, 5
November 2, 3
Beginning with the May 1994 Examination, the Examination testing time is scheduled to be shortened to 
two days.
Candidates can facilitate their study of past CPA examination questions by using the index on pages 83 
through 89 in conjunction with the five-year index contained in Selected Questions & Unofficial Answers 
Indexed to Content Specification Outlines.
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SELECTED QUESTIONS & UNOFFICIAL ANSWERS INDEXED 
TO CONTENT SPECIFICATION OUTLINES MAY 1986 -  MAY 1990
This new study aid offers today’s CPA 
candidate an extremely effective way 
to prepare for the CPA examination. 
It includes virtually all of the multiple 
choice questions, problems and essays 
contained in the ten examinations that 
were given from May 1986 through 
May 1990—along with unofficial 
answers.
■ The questions were selected 
by the staff o f the AICPA Examinations 
Division on the basis o f current value 
and pertinence.
■ The unofficial answers were 
prepared by the staff and reviewed by 
the AICPA Board o f Examiners.
To help you focus on specific sub­
ject areas, material in nine of the 
examinations has been organized into 
four sections which correspond to the 
four parts of the CPA examination 
itself — Accounting Practice . . . Ac­
counting Theory . . . Auditing . . . 
and Business Law.
And to facilitate study and review, 
the material in each section has been 
organized and indexed by area and 
group in accordance with its content 
specification outline.
This area and content approach 
will enable you to study more effec­
tively by making it easier for you to 
concentrate more heavily on those 
subject areas where you feel greater 
effort is required.
As an added advantage, the 
November 1990 CPA examination is 
presented in its entirety . . . along 
with unofficial answers and content in­
dex. This will give you an opportunity 
to familiarize yourself with recent 
examinations as they were actually 
given . . . and see how well you fare.
$42.50 PER COPY DISCOUNT PR IC E TO  STUDENTS $29.75
ORDER FORM
Selected Questions & Unofficial Answers Indexed to 
Content Specification Outlines May 1986 — May 1990
Please send me a copy of the above title (079244)
□  Regular price $42.50
□  Educational discount price $29.75*
□  Payment enclosed 
Account No.
□  MasterCard 
Exp. date
□  VISA
Name
School (if part o f mailing address)
Address
Signature
Cardholder’s address if different
City State Zip code
*School
*Instructor
Please add 8 ¼ % sales tax in New York City. Elsewhere in New 
York State add 4% state tax plus local tax if applicable. In Washington, 
DC add 6% tax and in Vermont add 4% state tax.
Make checks payable to;
AICPA
Order Department — American Institute of CPAs 
P.O. Box 1003, New York, NY 10108-1003
089011
